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Letters of Credit 


Lecture delivered 
By, HENRY 
of Shearman & Sterling & Wright 
on November 38, 1958 
before the 
Practising Law Institute 

In discussing letters of credit tonight, I shall first touch 
very briefly on the purposes for which they are used; then, with 
the help of the blackboard here, diagram the structure of the 
various basic types of credit,—their anatomy; and, thereafter, 
talk about the working of these types of credit,—their physiology. 
Finally, I hope to save enough time for a general discussion, in 
which I'll do my best to answer any questions you may have, 
and consider with you any specific problems which may be 
brought to mind. 

To borrow from our radio and television friends, however, 
-first, a word from my sponsor. In this case, I'm the sponsor. 
The Fourth Edition of Bank Credits and Acceptances, by Ward 
and Harfield, has just been published by Ronald Press. What 
I shall say this evening is essentially a condensation of portions 
of that book, and if anything I say tonight is not clear, or if 
you choose an early train in preference to our discussion period, 
you will find everything in the book, and in the other texts and 
decisions cited in the bibliography which was distributed as you 
came in.* 


Purposes of Letters of Credit. 

I suppose the first point of inquiry in examining letters of 
credit, as in examining anything else, is the question “What's 
itfor?” By and large, the letter of credit is a financing instru- 
ment, used to assure a seller of merchandise that he will be 
paid. It will also provide some assurance to the buyer that 
*See page 112. 
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shall see, this assurance is very limited. 
One of the most useful functions of the letter of credit, 


however, is that it provides a means for accommodating the | 
conflicting desires of buyer and seller. Normally, a seller wants | 


to be paid when he parts with his merchandise, or, if possible, 
even before shipment; whereas the buyer wants to wait until 
he has resold or profitably used the merchandise before paying 
for it. The letter of credit helps in part to bridge that gap, but 
it is not, in and of itself, truly a financing instrument because 
it does not produce money during the period of its validity, but 
only an assurance of payment when it is utilized. I shan't 
labor that distinction at this time, but if you want to pursue it, 
you might look at an article “Short-Term Financing of Inter- 
national Trade” in the November 1958 issue of The Practical 
Lawyer (Volume 4, Number 7, page 17), which I can recom- 
mend highly as I wrote it myself. 


The use of letters of credit is, of course, not confined to 
sales or shipments of merchandise. You are all familiar with 
the Traveler's Letter of Credit, which is only one form of a 
variety of so-called clean letters of credit that do not contem- 
plate concurrent shipments of merchandise nor the use of ship- 
ping documents. Quantitatively, however, most letters of 
credit are related to mercantile transactions and involve the 
handling of commercial documents. The discussion tonight 
will be confined to these; if you understand their workings, you 
are equipped to handle the others. 


There is another thing which should be clarified before we 
turn to the anatomy of letters of credit. Most of the credits 
with which you will be concerned are issued by banks, and are 
bank credits. The letter of credit need not be issued by a bank, 
however; there is no legal requirement that a letter of credit be 
issued by a bank, and letters of credit may be, and occasionally 
are, issued by mercantile houses, finance companies, individuals, 
—anyone, in short, whose reputation makes his promise de- 
sirable. It will be quite evident to you, nevertheless, that a 
letter of credit issued by a substantial bank is more comforting 
than an identical document issued by an itinerant dealer in 
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LETTERS OF CREDIT 


' used clothing. The discussion this evening will be confined 
a to bank credits. 


There is one paramount tactical purpose of the letter of 


credit. That is to invoke the liability of the issuer of the credit. 


In the classic case of a bank letter of credit to cover a shipment 
of merchandise, the primary purpose of the letter of credit is 
to superimpose the liability of the bank (by means of the letter 
of credit) on the liability of the buyer, already obtained by 
means of the sales contract. 

Accordingly, the first thing to ascertain about a purported 
letter of credit is the identity and extent of liability of the issuer. 


Anatomy of Letters of Credit 

With these precepts in mind, let us commence our anatomi- 
cal study of letters of credit. I first put on the blackboard the 
letter “A” which will stand for the buyer, who is also the 
“account party” on whose behalf the bank issuing the credit 
will act. Next, I add the letters “O.B.” to designate the open- 
ing bank, and the letter “B” to designate the seller who is to 
be the beneficiary of the credit. The account party requests 
the bank to issue the letter of credit, and agrees to reimburse 
the bank for payments made pursuant to the credit. We will 
illustrate the liability of the account party to the bank by draw- 
ing a line from the account party to the bank. Now the bank 
issues the letter of credit, which will read “We, for account of 
A, hereby promise to pay your (B’s) draft when accompanied 
by specified documents.” Now, before drawing a line from O.B. 
to B, to represent the liability of the bank under the letter of 
credit, let us put ourselves in B’s shoes for a moment, and ex- 
amine the instrument as he should examine it. 

First, does the instrument invoke the liability of the bank 
which has purported to issue it? The letter is a clear promise 
to pay B’s draft, and, as no consideration is necessary to make 
this promise enforceable, the liability of O.B. is invoked. But 
what is the nature of the liability? To answer this question, we 
must observe the first major distinction among the categories 
of letters of credit. Is this an irrevocable credit? 

As a general proposition, a letter of credit may be defined 
asan enforceable promise by the issuer that it will pay money 
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upon certain terms and conditions. The letter of credit is a 


specialty in the law; it is not necessary that consideration ru | 


from the promisee to the promisor to make the promise en. 
forceable. However, as you are aware, an offer is ordinarily 
revocable at any time before acceptance or action in reliance 
upon it. In the case of a letter of credit, every credit is deemed 
to be revocable unless it is stated to be irrevocable. Under 
ordinary rules, therefore, the liability of the issuer could be 
withdrawn at any time before the beneficiary accepted the 
offer contained in the letter, or before he acted in reliance upon 
it. Under the special rules governing letters of credit, the 
issuer may withdraw the offer made in a revocable letter of 
credit any time before payment,—even after action in reliance 
upon it. It has been judicially held that the issuer of a revoc- 
able credit may revoke even after a draft and complying docu- 
ments have been presented for payment. 


In the case of an irrevocable credit, however, the offer set 
forth in the letter is firm for the stated validity of the instrument. 
The issuer has no option to revoke, whether or not the bene- 
ficiary has accepted or acted in reliance upon the letter. 


It is essential, therefore, to be sure that the letter is irrevoc- 
able. If it is not, it is not truly a bank credit. The revocable 
credit and the so-called authority to pay are instruments which 
are issued by banks, but they are not truly bank credits be- 
cause the bank may terminate its liability at any time. Thus, 
there is no real legal linkage between the issuing bank and the 
beneficiary. The account party says, in effect, to the bank, 
“When you issue your letter of credit (or authority to pay) in 
favor of the beneficiary, I contemplate that you will pay money 
to him, and if and when you do, I will reimburse you.” On this 
basis, the account party has undertaken an obligation to the 
bank, but so far as the beneficiary is concerned, the bank has 
undertaken no enforceable obligation, and the beneficiary must 
rely on the account party to keep the offer good, and not upon 
the bank. The revocable credit is not used to any appreciable 
extent, particularly in the United States, but the authority to 
pay is used with some frequency in cases in which the bene- 
ficiary is content to rely on the account party's credit, and to 
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accept the bank merely as a convenient financial conduit. Our 
concern henceforward, however, is with irrevocable credits. 


The Simple Straight Credit 

In the case of the straight irrevocable credit, the lines of 
obligation link up the account party with the opening bank 
and the opening bank with the beneficiary. Here the bank 
undertakes an absolute obligation to the beneficiary to make 
payment of the beneficiary's draft, provided that the draft is 
presented within a stated time and provided that the draft is 
accompanied by specified documents or that other stipulated 
conditions are met. 


The Straight Credit Specially Advised 

Oftentimes,—usually,—the account party and the beneficiary 
are located some distance apart. The bank which issued the 
credit will ordinarily be the bank of the account party, and the 
beneficiary may not be willing to accept the undertaking of this 
bank, which may be in a foreign place, or he may even have 
no means of identifying the letter he gets as the genuine act 
of the bank by which it was purportedly written. So another 
bank is brought into the picture, and the picture will be of a 
straight credit specially advised. As before, there is the ac- 
count party at whose instance the opening bank issues the 
credit. But in this case, instead of communicating the terms 
of the credit directly to the beneficiary, the opening bank re- 
quests a bank at or near the beneficiary's place of business to 
advise or notify the beneficiary, first: that the opening bank has 
in fact undertaken the obligation set forth in the letter of credit, 
and, second: what the terms of that obligation are. In so 
doing, the notifying bank undertakes no obligation other than 
to communicate the terms of the opening bank’s commitment; 
and so the chain of liability runs right through the notifying 
bank. It is exactly the same situation in respect to basic lia- 
bility as the simple straight credit. The act of advising gives 
no rights to the beneficiary other than the assurance that the 
terms of the credit are accurately communicated and the credit 
has in fact been established. The advising bank is not obligated 
to pay. That may not be enough for a relatively sophisticated 
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seller-beneficiary. He wants a commitment by a bank he knows, i 


So we move into the area of confirmed credits. 
The Straight Confirmed Credit 


Here we have the same basic situation—an account party, | 


an opening bank, a beneficiary, but now we have added a 
confirming bank. The confirming bank in this situation fulfills 
two purposes. It acts in exactly the same way as the notifying 
bank, and in that capacity the situation is as it was in the case 
of the specially advised credit, but, in addition, at the instance 
of the opening bank, the confirming bank undertakes an in- 
dependent, direct obligation to the beneficiary. That obliga- 
tion takes the form of an assurance that the opening bank has 
not only said what it said, but also that it will do what it said. 
The act of confirmation binds the confirming bank to the bene- 
ficiary without reducing the liability of the opening bank. The 
beneficiary now has rights against two banks in addition to 
whatever his rights are against the buyer. 

The confirming bank ordinarily will make the payment in 
this situation. If it does, the opening bank is responsible to it 
for reimbursement. So the straight credit confirmed is, in 
effect, nothing more than a simple straight credit with one 
more bank added to it. It is a letter of credit on behalf of a 
bank which has issued a letter of credit on behalf of a buyer. 

In some instances, in the case illustrated here, a straight 
credit specially advised, the opening bank may specify that 
the drafts of the beneficiary are to be drawn not on the opening 
bank but on the notifying bank. However, unless the bank on 
which the drafts are to be drawn confirms the credit it has no 
different obligations than a notifying bank. It may or may not 
pay the draft. It is under no obligation to the beneficiary. If 
it fails to pay the draft, the beneficiary's rights are only against 
the opening bank and not against the paying bank. 


The Negotiation Credit 

All of these credits so far, I have been characterizing as 
straight credits. You will note that in each one the promise 
of the opening bank is a promise made to a named beneficiary. 
This is a contract. The beneficiary has the assurance of the 
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bank that his draft will be honored; but someone who buys 
the beneficiary's draft from the beneficiary has no such as- 
surance, because he is a stranger to the contract. Therefore, 
a negotiating bank is brought into the picture. What happens 
is that the opening bank makes the usual promise to the bene- 
ficiary, but in addition it says, “And what’s more we engage with 
the drawers, the endorsers and the bona fide holders of drafts 
drawn under the credit” that such drafts will be honored on 
due presentment. 

The reference to endorsers and holders is the key to the 
negotiation credit. That means that at this point there may 
be introduced a bank (or an individual) which may or may not 
have advised the terms of the credit. Let’s assume it has not. 
Assume that the opening bank issues its negotiation credit in 
favor of the beneficiary and says, “Present your drafts and they 
will be honored and this we promise not only to you but also to 
bona fide holders”. In these circumstances, the beneficiary can 
sell his draft to a negotiating bank. The negotiating bank, as 
a holder of that draft, becomes equally a beneficiary of the 
opening bank’s promise that the draft will be honored. 

Now what has happened to the beneficiary? He has a 
contingent liability to the negotiating bank because, if for any 
reason the opening bank refuses to make payment—let’s suppose 
it's insolvent,—the negotiating bank is still holding a negotiable 
instrument. The beneficiary as drawer has a contingent lia- 
bility to the negotiating bank. 


Distinction Between Negotiation and Transferable Credits 
Observe that in all of the straight credits, a promise is made 
to a named person and to no one else. In the case of the 
negotiation credit a promise is also made to third parties, a 
promise to pay the beneficiary's draft if and when presented 
in accordance with the terms of the credit. But under neither 
of these forms of credit may the beneficiary transfer his right 
to perform under the credit. Thus, even in a negotiation credit, 
the beneficiary must make the performance that is required. 
He can then sell his rights to payment by negotiating the draft. 
The draft, however, is not a conforming draft unless the bene- 


ficiary has drawn it. 
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the opening bank issues its letter of credit in favor of the bene. 
ficiary but now, instead of addressing the beneficiary only, or 
even including a negotiation clause, it adds two magic words in 
the inscription of the letter of credit, and addresses it to the 
beneficiary “and/or assigns”. That gives the beneficiary the 
privilege of assigning—in fact, I think “assigning” is a poor word 
—transferring, all or some part of the credit. He can delegate 
to a third party the duty of performance and the right to draw 
under the credit. -Let’s assume the letter of credit calls for 
shipment of a gross of truck tires, a gross of bicycle tires and 
a gross of inner tubes, each with a unit price. The beneficiary 
can retain for himself the right to submit invoices and docu- 
ments covering truck tires and he can transfer by assignment 
to a supplier, the right to submit documents covering the 
bicycle tires, and he can transfer to another supplier the right 
to submit documents covering the inner tubes. All this is con- 
templated in the transferability of the credit, but one thing that 
is basic is that none of these assignees or transferees may in tum 
transfer what they have received to their own supplier or to 
any third parties. The divisibility of the credit ends at each 
first assignment. 


Distinction Between Sight and Acceptance Credits 


This is a very sketchy outline of the kinds and the basic 
types of letters of credit. There is one matter left which should 
be mentioned—a distinction between credits based on the kind 
of payment instrument, the distinction between sight credits 
and acceptance credits. 

This distinction doesn’t make a particle of difference in terms 
of the structure of the credit. All it amounts to is that in a 
so-called sight credit, the opening bank promises that it will 
honor the beneficiary's sight draft—a draft payable on present- 
ment. An acceptance credit is exactly the same, except that the 
bank has authorized the beneficiary to draw on it a draft which 
is payable at some stipulated time after sight. In this case, 
when the draft is presented, the bank does not pay it, but “ac- 





Therefore, there is need for a transferable or assignable 7 
credit, which works like this. For the account of the buyer, | 
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cepts” it; that is to say, it assumes an absolute liability to pay 
the draft when it matures. 


or | Physiology of Letters of Credit 


in | Now, let us turn to the operation of the letters of credit whose 
he structure we have examined. This involves consideration of 
he some fundamental propositions of law. I may say that the 
rd operation of letters of credit is governed by very few and very 
te | simple legal propositions. The field is one which is meant to 
4W | be worked in by merchants and bankers who have not time 
- to get into the rarefied atmosphere of deep thought and fancy 


theory. The few, absolutely fundamental, principles can readily 


TY | be stated. 


First, a letter of credit is a contract which stands by itself, 


— entirely separate and distinct from the contract or other re- 
2. lation between the account party and the beneficiary, even 
a though that contract or relationship may have been the genesis 
of the letter of credit. 


id Second, in a letter of credit transaction, banks deal in docu- 
ments and not in merchandise. 


ach Third, the terms and conditions of the contract which is 
embodied in the letter of credit must be strictly performed. 


These propositions will become more meaningful if we 

relate them to a hypothetical case, which will also serve to set 

sic | in motion the types of credit which we have heretofore ex- 
uld | amined as static forms. Here is our hypothetical transaction. 
ind 


i A chain grocery store in New York contracts with a manu- 
its 


facturer in California for a quantity of Dr. Jekyll’s Parsnip 
Tonic. The sales contract will describe the product in detail; 
ms f let us say that it specifies that the Tonic is to contain not less 
n 4 | than 50% by volume of pure grain alcohol, not more than 5% of 
will | synthetic parsnip flavorings, and not more than 18% fusel oil. 
ent- — Payment of the purchase price is to be made at the time of ship- 
the } ment from the manufacturer's laboratories and is to be secured 
ich | by an irrevocable bank credit. 


- The bank letter of credit will be based on this contract, but 
it will by no means reflect the details of the contract. The 
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what documents the bank is to receive, but it is to be noted that 
he will specify documents and will not simply hand the sales 
contract to the bank to be copied into the credit. The credit, 
in all probability, will provide for payment of the manv- 
facturer's draft when accompanied by a commercial invoice 
covering a stated quantity of Dr. Jekyll’s Parsnip Tonic, a rail- 
road bill of lading evidencing shipment and an insurance policy 
covering all risks in transit. The letter of credit will further 
provide that that draft may not be drawn for more than a 
specified amount, and that it must be presented for payment 
on or before a specified date. 

Suppose, in the first instance, that the opening bank issues 
such a letter of credit, directly to the beneficiary,—that is to say, 
as a simple straight credit. 


In due course, within the validity of the credit, the bene- 
ficiary presents his draft drawn for the amount of the credit, 


buyer will apply to his bank for the credit, and will specify | 
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and accompanied by documents which conform in every par- | 


ticular to the specifications of the letter of credit. The bank 
pays the draft, delivers the documents to the account party and 
demands reimbursement. The account party, however, has 
ascertained that the tonic has no alcohol content to speak of 


and is replete with fusel oil, in flagrant violation of the terms | 


of the sales contract. In such case, is he obligated to reimburse 
the bank? He is. The sales contract is wholly irrelevant to 
the letter of credit contract. The account party cannot, there- 
fore, assert a breach of the sales contract as a defense to the 
bank’s claim for reimbursement under the letter of credit agree- 
ment. By the same token, the account party's rights against 
the manufacturer for breach of the sales contract are in no way 
affected by the latter's performance of the letter of credit con- 
tract. 

Let us suppose, however, that the account party is able to 
point out that the merchandise is defective when tested by 


seme or 


the standards of the letter of credit documentation, without | 


regard to the sales contract. Thus, he shows that while the / 


letter of credit called for documents covering a shipment of 






Dr. Jekyll's Parsnip Tonic, the merchandise shipped was in fact | 
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Mr. Hyde’s Mouthwash, and so labelled. Now, what is his 
position vis-a-vis the bank? He reimburses it. The bank deals 
in documents and not in merchandise. If the documents are as 
described in the credit, the bank may, and, indeed, must pay, 
even though the fact is that they are forged or fraudulent. There 
is one exception to this rule, but it will be discussed a little later. 


Let me put another variation of our case. The beneficiary 
presents draft and documents under the credit. Upon an ex- 
amination of the documents, the banker notes that the invoice 
refers to Dr. Jekyll’s Elixir of Parsnip. The beneficiary explains 
that this is the 1959 model of the Parsnip Tonic, and meets all 
the specifications of the sales contract, indeed, is far superior. 
The bank nevertheless refuses to pay, and rightly so. The bene- 
ficiary walks off with his documents, and returns two days later, 
with a corrected invoice which refers to Dr. Jekyll’s Parsnip 
Tonic. Meanwhile, the letter of credit has expired according 
to its terms. The documents are now precisely as specified in 
the credit, and the beneficiary points out that the shipment 
took place well within the validity of the credit. Nevertheless, 
the bank may refuse payment and be within its rights in so 
doing. The terms and conditions of the letter of credit must be 
strictly performed; there is, as an English court said, no room 
for documents which are “just as good”; there is no deference 
to the doctrine of substantial performance. 


Of course, I am oversimplifying the situation. It is not easy 
to determine, in a whole host of practical situations, whether 
or not there has been proper performance of credit conditions. 
For example, a credit requires presentation of a bill of lading 
to evidence shipment of a particular commodity. A bill of 
lading is presented which recites that the merchandise has been 
“received for shipment”. In the United States, such a lading 
will be accepted, unless the credit expressly specified an “on- 
board bill of lading”. In England, such a lading may not be 
acceptable. A credit calls a commercial invoice covering first 
grade winter wheat and an on-board bill of lading evidencing 
shipment. The invoice refers to first grade winter wheat; the 
bill of lading refers only to grain. Has there been compliance 
with the terms of the credit? The courts say yes; if the invoice 
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describes the merchandise in the terms of the credit, the trans. 
portation receipt may describe it in generic terms only. On the 
other hand, if the bill of lading referred to summer squash, the 
documents would clearly be non-complying. ; 

The combination of simple rules and complex facts makes 
letter of credit practice a fascinating occupation. Much light 
is shed on the application of these simple rules to the infinite 
variety of factual problems by the Uniform Customs and Prac- 
tice for Commercial Documentary Credits. This is a set of 
consensual regulations promulgated by the International 
Chamber of Commerce, which codify commercial credit prac- 
tice and set forth the understanding of bankers as to the mech- 
anics of commercial documentary credits. Even the Uniform 
Customs, however, do not purport to supply the solutions to 
day-to-day problems; they state principles, and are to be used 
as a chart rather than as a slide-rule. 

In our examination of the working of a hypothetical letter 
of credit, we have dealt with the simple, straight credit. The 
same factual situation will serve to set the stage for considera- 
tion of the more complex forms. I suggest that the best ap- 
proach to an understanding of the working of the various forms 


on the various parties. As we have seen, in the case of the 
simple straight credit, the account party undertakes a liability 
to the opening bank, to reimburse it for payments made in ac- 
cordance with the terms of the credit. The opening bank under- 
takes two liabilities; first, it is obligated to the account party; 
second, it is obligated to the beneficiary. In a sense, the open- 
ing bank owes the same duty to two parties. 


The Beneficiary 


The beneficiary has no liability under the letter of credit 
contract. He is under no obligation to the opening bank to 
present draft or documents; that is an option in his favor. His 
obligation to the account party, if any exists, is predicated on the 
sales contract or other relationship with the account party, and 
has no relation to the letter of credit. As we shall see, in the 
case of the negotiation credit, the beneficiary may have a con- 










































of credits is to study them in terms of the liabilities imposed | 





e-. fF as - 


— 








lit 
to 
lis 
he 
id 
he 









LETTERS OF CREDIT 105 


tingent liability to the negotiating bank, but, again, this is not 
a liability arising out of the letter of credit contract, but rather 
out of the negotiable instrument which may be drawn there- 
under. 


The Advising and Confirming Banks 


The only liability imposed upon the advising bank is an 
obligation of accuracy. It undertakes to make no performance 
under a letter of credit, and in consequence has no liability to 
the beneficiary. The confirming bank, of course, does assume 
a direct, independent liability to the beneficiary, substantially 
identical to that assumed by the opening bank. Indeed, it may 
be said that the confirming bank, in its relation to the opening 
bank, is in basically the same position as the opening bank in 
its relation to the account party. A case which was litigated 
some years ago in New York demonstrates these relationships. 


In that case, a Turkish bank opened a letter of credit in 
favor of a New York exporter, and requested a New York bank 
to advise and confirm the credit, but only upon receipt of cer- 
tain funds. The funds were received in due course, but the 
New York bank, through oversight, neglected to advise and 
confirm the credit to the beneficiary until a day or two before 
the expiration of the credit, at a time when it was too late for 
the beneficiary to make the required shipment. The bene- 
ficiary sued the New York bank, which successfully defended 
on the ground that it was not subject to suit in its role as ad- 
vising bank, and that, in its role as confirming bank, it has been 
guilty of no breach of contract. As an advising bank, the New 
York bank was the agent of the opening bank. Accordingly, 
the beneficiary had no right of action against the New York 
bank for non-feasance, on the elementary proposition that an 
action against an agent for non-feasance will lie only at the 
instance of the agent's principal, and not at the instance of a 
third party. Nor could the unfortunate beneficiary recover 
against the New York bank on its confirmation, for, regardless 
of the cause, he had not performed the terms of the credit, and 
the confirming bank’s obligation was only to make payment in 
accordance with the terms and conditions of the credit. 















106 THE BANKING LAW JOURNAL 


The Negotiating Bank 


as that of the beneficiary. It has no obligation to perform, 
or even to enter the letter of credit transaction. If the credit 


invites negotiation, then, when the negotiating bank purchases | 


the beneficiary's draft, it becomes entitled to enforce perform- 
ance under the credit by the opening bank and the confirming 
bank, if any. It acquires the beneficiary's position; indeed, it 
acquires a better position than the beneficiary had. Now, let 
me alert you to two points which should be made at this time. 

First, a bona fide purchaser for value of a draft drawn under 
a letter of credit may acquire better rights than the original 
beneficiary, but 

Second, a letter of credit is not a negotiable instrument. 

Earlier, I remarked that there was an exception to the gen- 
eral rule that the opening (or confirming) bank must pay if 
documents on their face are in order, regardless of the falsity 
or accuracy of the documents. This exception was judicially 
noted in the landmark decision of Sztejn v. J. Henry Schroder 


Banking Corp., 177 Misc. 719. In that case, a letter of credit | 


was issued to cover a shipment of hog bristles from the Far East 
to the United States. Prior to presentation of documents, the 
account party notified the opening bank that the shipment 
consisted of trash. Upon presentation of documents, the open- 
ing bank found the documents to be precisely as required by 
the credit. Nevertheless, in a proceeding instituted by the ac- 
count party, the opening bank was enjoined from making pay- 
ment pending a determination of whether or not the documents 


were fraudulent, notwithstanding their superficial perfection. | 


The theory was that, in the case of fraud, and in the absence 
of any rights of innocent third parties, a presumptively fraudu- 
lent beneficiary would not be permitted to profit from his 
wrongdoing. The court was careful to point out, however, that 
in the case before it the documents were presented by a col- 
lecting and not a negotiating bank; that is to say, by an agent 
for the beneficiary and not by a bona fide purchaser for value. 


The decision makes it clear that, had a bona fide negotiation [ 


taken place, the injunction would not have been issued. Thus, 





The position of the negotiating bank is essentially the same 
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where a credit permits negotiation, a negotiating bank may 
acquire greater rights than the original beneficiary had. 

Moreover, it is settled law that the negotiating bank makes 
no warranties, by the mere act of presentment, as to the docu- 
ments which it presents. 

The position of the negotiating bank is therefore very like 
that of any purchaser of any negotiable instrument, but there 
are important differences among which is that the letter of 
credit itself is not a negotiable instrument. Accordingly, even 
in the case of a negotiation credit, the rights which a third party 
may acquire are strictly limited. 

One of the most dramatic means of illustrating the non- 
negotiability of a letter of credit is to examine the position of 
creditors of the beneficiary. Using the facts of our hypothetical 
case, let us assume that a creditor of the beneficiary is hot on the 
trail of assets to satisfy his claim. Learning that the letter of 
credit has been established, he procures a warrant of attachment, 
and the sheriff dismounts at the doors of the opening bank and 
attempts to levy on the letter of credit. What will be the next 
instalment of this taut drama? It may be described in one word: 
frustration. The letter of credit is not subject to levy. As a 
piece of paper, it is valueless. As a property right created by 
contract, it is conditional and immature. The sheriff can take 
no more than the beneficiary can earn,—but here is the key: 
the beneficiary must earn the right to payment. Until he has 
tendered the performance required by the credit, he is not 
entitled to payment. Thus, so far from being a negotiable 
instrument, the letter of credit is not even a vested expectancy 
under which a levy can effectively be made. 

Reverse the situation and the result is the same. If the 
account party is the debtor, his creditor, too, finds no property 
subject to attachment in the letter of credit. If the bank has 
issued the letter in reliance solely on the account party's promise 
to reimburse, the account party is a contingent debtor of the 
bank. While the credit is unperformed, the account party has 
no asset, but a liability. When the credit is performed the 
documents or merchandise to which the account party becomes 
entitled are subject to the bank's lien and are available to the 
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account party or his creditors only upon payment to the bank. 
The situation is exactly the same if the letter of credit has been 
issued in reliance upon prepayment or collateral security lodged 
with the bank. In such case, the bank has a secured position 
paramount to that of the attaching creditor. 

Similarly, where the letter of credit is not expressly made 
transferable, the beneficiary cannot readily (as in the case of 
a negotiable instrument) dispose of its benefits in derogation 
of the rights of his creditors. You will find the decision in the 
case of Eriksson v. Refiners Export Co., 264 App. Div. (N.Y.) 
525, 35 N.Y.S.2d, 829 (1st Dept., 1942) of considerable in- 
terest in your consideration of this area of letter of credit law. 


The Accepting Bank 


What has just been said relates closely to the distinction 
between sight and acceptance credits. In the cases we have 
considered, the opening (or confirming) bank pays against 
performance. In the case of the acceptance credit, it accepts 
against performance. Instead of paying the draft when docu- 
ments are presented, it makes a new promise to pay the draft 
at a later date, i.e., the maturity stated in the draft. 

Now there has been a significant metamorphosis. The bank’s 
promise is no longer conditional. The terms of the credit have 
been performed, and the bank’s liability is absolute. The letter 
of credit is as irrelevent to the instrument called an acceptance 
as the sales contract was to the letter of credit. The bank was 
contingently liable on the letter of credit, a non-negotiable 
instrument; the bank is now liable on the acceptance which is 
a negotiable instrument. And so the transaction has passed 
out of the special area of letter of credit law, and lives within 
the purview of the negotiable instruments law. The bank's 
liability runs to the holder of the acceptance, whomever that may 
be. 

There is one more arrangement which ought to be outlined 
before moving to the final topic of damages for breach of a 
letter of credit contract. 


Back to Back Credits 
We have seen that a straight credit runs only to the bene- 
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ficiary and a negotiation credit runs only to holders of drafts 
drawn by the beneficiary, and a transferable credit may be 
transferred once only: by the beneficiary but not by his trans- 
feree. Yet frequently it is important to project the security of a 
letter of credit beyond the beneficiary of a non-transferable 
credit, or beyond the transferee of a credit which permits trans- 
fer. The back to back credit is used for this purpose. 

Let us assume that our hypothetical case involves a non- 
transferable credit. The beneficiary is not the manufacturer 
of the parsnip tonic, and, to acquire what he needs to meet the 
terms of the credit, he must buy from Dr. Jekyll and assure Dr. 
Jekyll of payment. He may, therefore, prevail upon his bank 
to issue in favor of Dr. Jekyll a letter of credit substantially 
identical with the one of which he is beneficiary, so that his 
bank knows that, if it pays against documents presented by 
Dr. Jekyll under its credit, those documents (accompanied by 
its customer's draft and invoice) will meet the requirements 
of the credit issued in favor of its customer. 

Back to back credits can be safe and can perform a useful 
function, but it is essential that the most enlightened care be 
employed to make sure that the second credit is congruent with 
the first. 

The back to back credit is a device to circumvent, if you 
like, the non-transferability of a letter of credit, but it is entirely 
legitimate and clearly distinguishable from a transfer or as- 
signment. You can do no better in this connection than to read 
the splendid opinions of Hon. Isidore Wasservogel in Kingdom 
of Sweden v. New York Trust, 197 Misc. (N.Y.) 431 and Meb 
Export v. National City Bank, 131 N.Y.L.J. (June 30, 1954, p. 4). 


Damages for Breach of the Letter of Credit Contract 
Heretofore, we have discussed the proper operation of the 
letter of credit. But even bankers are human. What happens 
when a letter of credit is improperly operated? What is the 
measure of damages for breach of the letter of credit contract? 
In a letter of credit transaction, each bank is exposed on two 
sides. For the sake of simplicity, let us confine ourselves to the 
simple straight credit. The opening bank is exposed to claims 
from either the beneficiary or the account party. 
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Liability to the Beneficiary 
If the bank fails to make payment even though the docu. | 


ments are in order, the beneficiary may recover the amount of | 
his draft plus interest for delay, less what he has realized on | 
the sale of the documents rejected by the bank. He is thus | 
given the benefit of the credit. He cannot recover for the 
mental anguish of having been rejected, nor, more realistically, : 
for losses incurred because the bank did not pay promptly. 

It should be clear to you that when I speak of the beneficiary, | 
I mean to include as well a negotiating bank or an assignee, | 
where the credit entitles either to maintain an action. 


Liability to the Account Party 


Liability to the account party will ordinarily arise if the 
bank makes payment when, because the documents were not 
in order, it should not have done so. It is possible, however, 
that this liability may arise out of the bank’s failure to make 
payment when the documents are in order. 

In the first instance, the bank’s liability is exactly the con- 
verse of its liability to the beneficiary. If the bank pays against 
documents which do not conform to the terms of the credit, 
the bank has bought the documents for its own account. It 
cannot require the account party to reimburse it. If the bank | 
holds security for the account party's obligation to reimburse, 
it must release that security. If the bank has debited the ac- 
count party and delivered the documents to him, it must credit 
his account or otherwise repay him—against surrender of the 
documents. 

In short, the account party's right is essentially a right to 
rescission, because that is the way to restore him to the position 
he would have been in had the bank performed properly. And 
it must be noted, emphatically, that if the account party re- 
pudiates the bank’s performance, he must return the documents. 
He cannot, as in the case of a sales contract, retain the docu- 
ments and sue for damages. You will see that this must be so, 
because the damages would relate to variance of the merchan- 
dise from the sales contract, whereas the letter of credit contract 
is independent of the sales contract and under the letter of 
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credit contract, the bank deals in documents only. The ac- 
count party can readily and immediately determine (as the 
bank should have done) whether the documents are regular 
on their face; if they are not, he has a duty to reject them. 

We are talking now about liability arising out of the bank's 
improper payment. Had the bank rejected the documents, 
there would be no call on the account party and, please observe, 
the account party would not have any documents. This is the 
situation, assuming correct performance; the account party is 
not entitled to more. 

There is no room for recovery of damages by the account 
party for the bank’s improper payment. It may be that damages 
can be recovered for an improper refusal to pay, but the case 
will rarely arise. If, for example the account party is importing 
parsnip tonic at a price of fifty cents a gallon, the world price 
suddenly soars to a dollar a gallon, and the bank refuses to pay 
notwithstanding compliance of documents, the account party 
may well have a valid claim for damages. In any such case, 
however, the bank would, before rejecting the documents, 
ordinarily inquire of its customer, who is always entitled to 
waive documentary discrepancies (real or fancied), and, as I 
say, the case is not likely to arise. 

In the case which does arise—an improper payment by the 
bank—two factors must be remembered. First: the account 
party is not entitled to more than he would have received had 
the bank acted properly. He may reject or return the docu- 
ments and refuse to reimburse the bank or get his money back 
if he has prepaid. Second: where documents are delivered to 
the account party, he must determine promptly and on the basis 
of the documents only, whether or not to reject them and claim 
back his money from the bank. 

The account party may not defer his decision as to the 
documents until he has, somehow, been able to examine the 
merchandise or until he has satisfied himself as to market trends. 
If he does so delay, he may find that he has waived any docu- 
mentary defects. 

In the interest of economizing time, I shall not illustrate 
or otherwise dwell on these last two points. You will find them 
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adequately treated in Meb Export v. National City Bank, 13] 
N.Y.L.J. (June 30, 1954, p. 4) and in Article 10 of the Uniform 
Customs and Practice for Commercial Documentary Credits 
(Brochure No. 151 of the International Chamber of Commerce), 


Conclusion 


There is very little to say in conclusion or by way of summary, 
The subject doesn’t lend itself to a fiery peroration. I do hope, 
however, that this necessarily sketchy outline has given you 
a general comprehension of the structure and function of letters 
of credit. I shall be especially rewarded if you are stimulated 
to go deeper into the field, now or later, for its endless ramifica- 
tions and new developments are indeed fascinating. 
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Technical Amendments Act of 1958 
Affecting Banks 


By RICHARD B. KECK 
Assistant Comptroller, The First National Bank of Chicago, Illinois 


This new legislation, frequently called the “Mills Bill,” was 
approved on September 2, 1958. It is the first major revision 
of the tax law since 1954. Its announced purpose was “to 
correct unintended benefits and hardships and to make technical 
amendments, and for other purposes.” The amendments of 
general interest to banks follow. 


Section 2. Bond Dealers—Premium Amortization 

Under prior law, municipal bond dealers were not required 
to write-off premiums on tax-exempt bonds which they held for 
less than 30 days or where the maturity or earliest call date was 
more than five years beyond the date of acquisition of the bonds. 
Under this new amendment, amortization is now required ex- 
cept where a bond sold within 30 days or maturing in more 
than five years is sold at a profit. It is applicable to bonds 
acquired after 1957. 

The amendment was necessary, in the words of the Senate 
Finance Committee, because, “certain dealers in tax-exempt 
bonds have been taking advantage of the exceptions provided 
by these 30-day and 5-year rules. They have been making 
a regular practice of holding high-interest exempt bonds for 
slightly less than 30 days and then transferring them in a so- 
called daisy-chain procedure to other dealers who similarly 
hold them for slightly less than 30 days. The dealers engaging 
in these practices reduce their income by deducting the loss 
attributable to the reduction in the premium during the period 
they held the bond although collecting interest, attributable to 
the premium, which they did not include in their income be- 
cause it was tax exempt. A similar procedure has been followed 
with respect to high-interest municipal bonds having a maturity 

This article originally appeared in the December, 1958 issue of AUDITGRAM 
and is reprinted with the permission of the Editors. 
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date of more than five years. In such cases also, dealers are 
holding the bonds and deducting the artificial losses attribut- 
able to the premiums when the bonds are sold or mature.” 


Section 13. Amortization of Bond Premium 

Under the 1939 Code, premium on a taxable bond generally 
was amortized over the period from the date of acquisition 
of the bond to its maturity or to an earlier call date. The bond 
premium written off in this manner was deducted in computing 
ordinary income, but any gain on disposition of the bond was 
subject to capital gain treatment. The House Ways and Means 
Committee stated that, “In some cases bonds were issued with 
early call dates with the result that the purchasers were able to 
write off any premium over a short period of time against or- 
dinary income. Then the bonds were sold and gains attributable 
to the premium were taxed at capital gains rates. It was possible 
for this process to be repeated indefinitely, so long as the prem- 
ium price existed for the bonds, by groups buying and selling the 
bonds to each other.” 

Section 171 of the 1954 Code attempted to prevent this 
by permitting the amortization of the bond premium to the 
earliest call date if this call date was more than three years 
from the date the bonds were issued. The Ways and Means 
Committee said, “It has been brought to your committee's at- 
tention that taxpayers may accomplish much the same result 
as before the enactment of section 171 of the 1954 Code by 
using bonds with call dates slightly more than three years 
from the date of the issue of the bonds and by waiting until 
these bonds are three years old before buying and selling them. 

“To stop this tax avoidance, this section of your committee's 
bill amends section 171(b) of the code to require that the bond 
premium on any taxable bond acquired after November 7, 1956, 
(changed to December 31, 1957, ed.) may not be amortized 
to any date earlier than the maturity date of the bond (unless 
a smaller deduction results from amortizing the amount to an 
earlier call date). Where a bond is called prior to maturity, 
however, the unamortized bond premium may be taken as a 
deduction against ordinary income in the year the bond is 
redeemed.” 
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Section 15. Improvements by a Tenant 

Section 15 affects the manner in which annual depreciation 
or amortization may be computed on improvements to leased 
property begun after July 28, 1958, and after that date on costs 
incurred in connection with acquisition of a lease. All renewal 
options will have to be considered in determining the period 
over which the cost is to be depreciated or amortized, unless 
the lessee can establish that it is more probable that the lease 
will not be renewed than that it will. (The useful life of the 
improvements would continue to be used where less than the 
period determined under the above rule.) 

An exception to the inclusion of renewal options is made 
in cases where the unexpired lease period (excluding renewal 
options) is at least 60% of the useful life of the improvement 
or where, with respect to costs of acquiring a lease, at least 75% 
of the cost is attributable to the remaining lease period. How- 
ever, under a “reasonable certainty” test set up in the law, the 
above exception will be disregarded if the lease has been re- 
newed or there is reasonable certainty it will be renewed. 


Section 29. Change of Accotinting 

Under the 1954 Code, adjustment of taxable income to pre- 
vent duplication or omission of items by taxpayers voluntarily 
changing their accounting method was mandatory for years 
covered by the 1954 Code, but adjustment by such taxpayers 
for pre-1954 Code years was not required. This proved im- 
practical, since the Commissioner was reluctant to give per- 
mission for change where a windfall would result for the tax- 
payer because of non-adjustment of pre-1954 years, and since 
the taxpayer would usually not change method if it worked to 
the taxpayer's disadvantage. Under the new law taxpayers 
voluntarily changing their method of accounting are required 
to adjust for pre-1954 Code years as well as 1954 Code years. 
Banks which want to effect a change in accounting method 
should carefully study the new Regulations on this section which 
should be forthcoming in the near future. 


Section 34. Bond, etc., Losses of Banks 
Code Section 582 (c) specifies that in the case of banks 
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a net loss for the taxable year on bond sales or exchanges are 
fully deductible. In the 1954 Code the law specified that bonds 
eligible for this treatment must have coupons attached or be 
in registered form. The new amendment removes this limita- 
tion, thus extending eligibility to evidences of indebtedness 
which may neither be registered nor have coupons attached. 
This amendment is effective from 1954 on. 

Banks which omitted the losses on disposition of such ob- 
ligations from the net bond loss deducted in the tax return of 
any open year covered may correct this by filing a claim for 
refund. 


Section 50. Bonds Issued at a Discount 

Under prior law a taxpayer was required to treat as ordinary 
income a portion of any gain realized upon the sale or ex- 
change of bonds or other evidence of indebtedness originally 
issued at a discount. This ordinary income treatment applied 
to that part of the gain which represented the portion of the 
“original issue discount” attributable to the time the taxpayer 


had held the bond. The new amendment provides that for 
bonds disposed of after 1957 that the entire amount of “original 
issue discount” will be treated as ordinary income to the extent 
realized, unless it can be shown that at the time of original 
discount there was no intention on the part of the obligor to 
call the bond at a special price before maturity. 


As explanation of the need for this amendment, the Senate 
Finance Committee said, “a practice has developed in some 
areas of issuing bonds with an artificially large discount and 
then redeeming them at par or at a special call price before 
their maturity date. ... As a result, although the entire dif- 
ference between the issue price and the redemption price is 
claimed by the corporation as a deduction against ordinary 
income, the bondholder obtains capital gains treatment with 
respect to his gain in excess of the discount attributable to the 
period up to redemption.” 


Section 51. Bonds with Coupons Detached 
Prior law permitted capital gain treatment of gain attribut- 
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able to detached interest coupons where such coupons were 
due within one year of purchase date of the bonds. The new 
amendment provides for ordinary income treatment. The House 
Ways and Means Committee explained, “Where a bond is sold 
with a number of interest coupons detached, a discount is 
created. This discount gradually decreases as the due dates 
for the interest payments represented by the detached coupons 
pass, and as a result the value of the bond gradually increases 
until, other things being equal, it is restored to its prior value. 
Before the enactment of the 1954 Code it was contended that 
when a bond which had been purchased with coupons already 
detached was sold or redeemed, any gain realized was to be 
treated as a capital gain. The gain in such a case, however, 
was at least partially attributable to the passing of the interest 
dates with respect to the detached interest coupons which, had 
they not been detached, would have resulted in ordinary in- 
terest income. 


“Under section 1232 (c) of the 1954 Code where the de- 
tached coupons are attributable to a period more than 12 months 
in the future, any gain, on sale or redemption, to the purchaser 
of the bond with the coupons detached is treated as ordinary 
income to the extent of the difference between the purchase 
price and the fair market value the bond would have had with 
the coupons attached at the time of the purchase. An exception 
was provided under the 1954 Code for interest coupons at- 
tributable to the immediate 12-month period ahead, at the 
time of purchase, in order to avoid the necessity of applying 
this provision in those cases where only one or two interest 
coupons had been detached. It was believed that such cases 
would not develop into tax avoidance devices. 


“However, since the adoption of section 1232 (c) of the 
1954 Code, some taxpayers have been creating artificial capital 
gains by buying bonds with detached interest coupons which are 
payable within 12 months from the date of purchase, and in this 
manner avoiding the application of section 1232 (c). Your 
committee's bill amends section 1232 (c) to prevent this avoid- 
ance by providing ordinary income treatment for discounts 
arising from the detachment of interest coupons whether or not 
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the coupons are due within a period of 12 months or less from 
the date of purchase.” 


Section 204. Additional Depreciation Allowance 

With respect to tangible property, exclusive of real estate, 
acquired by purchase after December 31, 1957 and having a 
useful life of six years or more, an additional 20% allowance 
for depreciation for the first year of acquisition may be deducted, 
limited, however, to the first $10,000 of cost. This 20% allow- 
ance is in addition to regular depreciation, either straight or 
accelerated, and may be applied either to new or used property 
acquired. It may be taken in full without regard to the period 
of the year in which the property was acquired. Salvage value 
need not be considered for the purpose of this computation. 

An example of allowable depreciation embracing this new 
allowance would be as follows. Facts— 7/1/58 acquired an 
office machine with a useful life of six years, cost $12,000, 
double declining balance method of depreciation employed. 
Allowable depreciation for calendar tax year 1958 would be: 


Lesser of 20% of cost or $2,000 
16 2/3% ('Y% of declining balance rate for year times 
remaining balance [$12,000 less $2,000]) _ 


Allowable depreciation for 1958 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Federal Tax Lien Held Prior to Bank’s Lien 


A partnership borrowed money from a bank on two dif- 
ferent occasions and at the time of the second borrowing made 
an oral assignment to the bank of proceeds due the partnership 
under a contract with Underground Contractors, Inc. Under- 
ground acknowledged the assignment by letter to the bank 
stating that payments under the contract would thereafter be 
sent to the bank. This was done and the bank credited the 
partnership's account with the funds received from Under- 
ground. At the time the notes to the bank became due, how- 
ever, the bank did not apply these proceeds to satisfy the 
partnership's indebtedness to it because it was assured Under- 
ground still owed more on the contract than the amount of 
the notes. Before the bank realized the partnership was in 
financial difficulty and before it reduced the notes to judgment, 
the Internal Revenue Service assessed taxes and perfected a 
lien for them against the partnership. After the partnership 
became bankrupt, the bank brought suit to have the court 
determine the ownership of certain of the partnership funds. 


The court ruled against the bank. It reasoned that the 
assignment to the bank was for security purposes and did not 
create in the bank an immediate interest in the property. Fur- 
ther, the bank was not under these circumstances a mortgagee 
because of the recent U. S. Supreme Court case of U. S. v. Ball 
Construction Co., Inc. 355 U.S. 587. The court, therefore, de- 
cided that the bank had only an inchoate, imperfected and 
secret lien which was junior to the perfected lien of the govern- 
ment. First State Bank of Medford v. United States of America, 


NOTE—For similar decisions see B. L: J. Digest (Fifth Edition) § 821.2. 
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United States District Court, D. Minnesota, 166 F.Supp. 204. 
Part of the opinion of the court is as follows: 


NORDBYE, C.J.—The above-entitled cause came before the Court 
for trial without a jury. 

This suit was brought to determine the ownership of $2,500 on deposit 
with the Clerk of the District Court of Dodge County, Minnesota. The 
dispute arises by reason of the following facts and circumstances. 

Some time prior to June, 1954, Kenneth W. Hammann and Harvey 
L. Hustad formed a partnership doing business as Owatonna Trenching 
Service (hereinafter called Owatonna or the partnership). Owatonna 
entered an oral agreement with Underground Constructors, Inc. (here- 
inafter called Underground ) to perform certain operations in the installa- 
tion of natural gas distribution systems in Windom and Mountain Lake, 
Minnesota. Under the agreement, Underground agreed to pay Owa- 
tonna eighty per cent of the amount due it as the work progressed, but 
Underground retained twenty per cent of the contract price as a hold- 
back until completion and acceptance of the job. 

After entering this contract, Hammann and Hustad approached an 
officer of the First State Bank of Medford (hereinafter called the Bank) 
to finance the operation. On June 30, 1954, the Bank loaned Owatonna 
$2,000. A note evidencing the indebtedness was made due in 60 days, 
and the $2,000 borrowed was deposited in Owatonna’s checking account. 

On July 29, 1954, the partners procured another loan from the Bank. 
This note was for $2,800, payable on September 1, 1954. This credit 
was extended upon the strength of a purported oral assignment by 
Owatonna to the Bank of moneys due Owatonna from Underground. 
In connection therewith, the Bank received a letter from W. C. Donald- 
son, president of Underground, which stated: 


“August 2, 1954 
“First State Bank of Medford 


Medford, Minnesota 
“Gentlemen: 


“We have been requested by the Owatonna Trenching Service to 
assign the payments due them to your bank. 

“We have no objections to doing this and we will from the above 
date make out all payments due the Owatonna Trenching Service to 
them and your bank and send them to you when due. These will be 
accompanied with a statement of the footages and amounts withheld 
until the work is completed. 

“This assignment only pertains to the Windom, Mountain Lake jobs; 
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and will be in force until we are requested to change these conditions. 


“Yours very truly 


Underground Constructors 
By 
(signed) W. C. Donaldson 
W. C. Donaldson (Pres.)” 


Thereafter, except in one instance, Underground made the checks 
payable to the Bank, and the Bank then deposited the checks in Owa- 
tonna’s checking account. After the assignment, Underground also paid 
certain creditors of Owatonna who might possess liens against the 
completed job. These amounts were deducted from the amount paid 
over to Owatonna without the Bank’s knowledge or consent. It may be 
noted at this point that one check was made payable to Owatonna 
rather than to the Bank after the purported assignment. In addition, 
one check issued prior to the purported assignment was made payable 
to the Bank rather than to Owatonna. After the notes fell due, four 
checks, dated September 8, 1954, for $7,298.75, September 22, 1954, for 
$3,069.56, October 8, 1954, for $5,940.80, and October 19, 1954, for 
$2,000, totaling $18,309.11, were made payable to the Bank, but the 
Bank deposited the checks in Owatonna’s checking account and did not 
apply any part of these funds toward satisfaction of Owatonna’s notes. 
The Bank contends that it did not satisfy Owatonna’s indebtedness 
because the partners assured the Bank that Underground still owed 
Owatonna $17,500. This latter amount far exceeded Owatonna’s in- 
debtedness, and being included in the alleged assignment it would 
cover Owatonna’s obligation to the Bank. 

On November 23, 1954, the District Director of Internal Revenue 
received a $6,428.53 assessment against Owatonna for its failure to pay 
withholding deductions to the Government. A specific and perfected 
tax lien attached as of this date. On January 18, 1955, Underground 
was sent a Notice of Levy against Owatonna. Underground acknow- 
ledged receipt of the notice on January 20, 1955. 

The Bank did not realize until January or February of 1955 that 
Owatonna was in financial difficulty. It then proceeded to reduce its 
notes to judgment, but the judgments were not obtained until September 
15, 1955. In the meantime, intervener Altman had entered the picture 
as an accountant. He conducted an audit of Owatonna’s books in 
December, 1954, and billed Owatonna for these services. The indebted- 
ness thereby incurred by Owatonna has been paid or discharged in 
Owatonna’s subsequent bankruptcy. However, a dispute had arisen 
during this time between Owatonna and Underground as to the amount 
due Owatonna for holdbacks and extra work not covered by the contract. 
Owatonna claimed that $17,500 was due. Underground refused to pay 
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anything, and Owatonna engaged Altman, this time as its attorney, to 
collect the sum. Through Altman’s efforts the claim was finally settled 
on April 17, 1956, for $2,500. This fund was paid into State Court pend- 
ing a determination of its ownership. Altman received nothing for his 
services as Owatonna’s attorney. Both Hammann and Hustad have gone 
through bankruptcy. Altman apparently did not file a claim in bank- 
ruptcy for attorney’s fees and did not, therefore, collect a fee from either 
of them. 

It seems amply evident that Owatonna intended to give some form 
of oral assignment to the Bank of funds coming due from Underground, 
There is no real dispute in the testimony as to this. As between Owa- 
tonna and the Bank, the validity of this assignment is not questioned. 
Determining the nature of the assignment is more difficult and is actually 
the key to the entire case. The Government contends that so far as 
creditors were concerned, the assignment was fraudulent because it 
was not in writing and was not recorded. Section 513.17, Minn.Stat.Ann., 
states: 


“Every assignment of a debt, unless the same be in writing and 
be filed with the clerk of the town or municipality in which the 
assignor resides, shall be presumed to be fraudulent and void as 
against his creditors, unless those claiming thereunder make it 
appear that it was made in good faith and for a valuable con- 
sideration: Provided, that this section shall not apply to debts 
evidenced by writing subscribed by the debtor, and delivered 
to the assignee at the time of the assignment thereof. Assign- 
ments required by this section to be filed need not be acknow- 
ledged.” 


However, as the Bank points out, this statute merely provides a rule of 
evidence. Telford v. Hendrickson, 1918, 120 Minn. 427, 189 N.W. 941. 
The presumption of fraud has been overcome here by a showing that 
the assignment was given in good faith and for a valuable consideration 
(the procurement of credit). 

Having found that the assignment was not rendered invalid by 
Section 513.17, Minn.Stat.Ann., we can proceed to consider further the 
nature of the assignment. In discussing the nature and effect of the 
Bank’s assignment, some basic factors must be borne in mind. Quite 
obviously the Bank did not purchase Owatonna’s right to future pay- 
ments from Underground. The Bank demanded an assignment as 
security. There never was any intention to grant or receive more than 
a security interest. Primarily, then, the Bank’s interest is in the nature 
of a lien. The difference between an assignment and a lien is set forth 
in Springer v. J. R. Clark Co., 8 Cir., 1948, 188 F.2d 722, 726, where 
it states that “A lien is distinguished from an assignment in that it is a 
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charge upon property, while an assignment creates an interest in prop- 
erty.” Certainly, the Bank did not treat the moneys it received from 
Underground as though it had an immediate interest therein. The 
checks were deposited to Owatonna’s account even after the notes fell 
due. Regardless of what Owatonna may have told the Bank concerning 
holdbacks and extra work, the Bank’s treatment of the funds is consistent 
only with a lienhold interest. In this regard the Springer case states, 
at page 726, 


“If the intention of the parties to make an equitable assign- 
ment or to create an equitable lien arises by necessary implication 
from the terms of the agreement, construed with reference to the 
situation of the parties at the time of the contract, and by the 
attendant circumstances, such equitable right will be enforced by 
a court of equity against the fund.” 


From this the conclusion can be drawn that the Bank had a lienhold 
interest by virtue of its assignment. 

The question then arises as to whether or not the Bank falls within 
one of the privileged classes as contemplated by 26 U.S.C.A. § 6323(a), 
which provides, 


“(a) Invalidity of lien without notice.—Except as otherwise 
provided in subsection (c), the lien imposed by section 6321 
shall not be valid as against any mortgagee, pledgee, purchaser, 
or judgment creditor until notice thereof has been filed by the 
Secretary or his delegate . . .”. 


If the Bank is one of those privileged by the statute, it must be either 
a pledgee or mortgagee. No serious argument has been advanced by 
the Bank that it is a pledgee, and no special consideration will be given 
to such a theory. It is urged, however, that the Bank is, in one sense, 
a mortgagee. That may be true. This does not mean, however, that 
the Bank is a mortgagee as contemplated in the statute. The Supreme 
Court has imposed a “perfected lien” standard upon lien interests that are 
recognized under this statute. United States v. White Bear Brewing 
Company, 350 U.S. 1010, 76 S.Ct. 646, 100 L.Ed. 871; United States v. 
Colotta, 350 U.S. 808, 76 S.Ct. 82, 100 L.Ed. 725; United States v. City 
of New Britain, Conn., 347 U.S. 81, 74 S.Ct. 367, 98 L.Ed. 520; United 
States v. Security Trust & Savings Bank of San Diego, 340 U.S. 47, 71 
S.Ct. 111, 95 L.Ed. 58. As counsel for the Government points out, 
development of the law along these lines is of recent origin. The most 
recent case is United States v. R. F. Ball Construction Co., Inc., 355 
U.S. 587, 78 S.Ct. 442, 2 L.Ed. 2d 510. That case was initiated in the 
Western District of Texas as R. F. Ball Construction Co., Inc., v. Jacobs, 
D.C.W.D.Tex. 1956, 140 F.Supp. 60. The case is similar to the one at 
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bar, so a rather complete analysis and comparison will be helpful. 


Ball procured a housing project contract in San Antonio and sub- 
contracted the painting and decorating to Jacobs. On July 21, 1951, 
Jacobs applied to a bonding company for a performance bond. As col- 
lateral security for protection of the bonding company, Jacobs assigned | 
in writing to the bonding company all percentages retained by Ball under 
the subcontract. The assignment was made as security not only for pos- 
sible losses growing out of the San Antonio job, but also for payment 
of any indebtedness or liability “whether heretofore or hereafter in- 
curred.” Thereafter, on April 4, 1952, Jacobs obtained a similar bond | 
with the same company on a different subcontract in Louisville, Kentucky. 

On April 30, 1953, the holdbacks on the San Antonio job were finally 
determined to be $13,228.55. In May, June and September of 1953, 
the Government filed tax liens against Jacobs totaling approximately 
$17,000. Some time thereafter, the bonding company’s contingent 
liability on the Louisville job ripened into an actual liability, and the 
bonding company was required to pay out $12,971.88. 

Not knowing to whom the $13,288.55 owing on the San Antonio job 
should be paid, Ball instituted an interpleader action to determine the 
rights of various creditors. The suit finally resolved itself into a dispute 
between the bonding company and the Government. The bonding com- 
pany claimed that the assignment of the amount owing on the San 
Antonio job created a lien upon that fund which carried forward to the 
liability incurred by reason of Jacobs’ default on the Louisville job. The 
bonding company contended that this lien placed it within the privileged 
categories of “mortgagee, pledgee, purchaser, or judgment creditor” 
under Section 3672 of the Internal Revenue Code of 1939 (now 26 
U.S.C.A. § 6323). The District Court was well aware of the Supreme 
Court decisions stating that liens, to be cognizable, must be more than 
inchoate and unperfected interests. Nevertheless, the District Court 
accepted the reasoning of the bonding company that the assignment 
as collateral security was a perfected contractual lien rather than the 
unperfected statutory type of lien which had theretofore been ruled upon 
by the Supreme Court. 

The Court of Appeals affirmed the District Court in a per curiam 
decision, United States v. R. F. Ball Construction Co., Inc., 5 Cir., 1957, 
239 F.2d 384. The Supreme Court, however, reversed the Circuit Court 
in a five to four decision. The majority opinion treated the case sum- h 
marily when it stated (also in a per curiam decision), 355 U.S. at page 
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“The judgment is reversed. The instrument involved being t} 
inchoate and unperfected, the provisions of § 3672(a), Revenue , 
Act of 1989, 58 Stat. 449, as amended, 58 Stat. 882, 56 Stat. 957, 
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26 U.S.C.A. § 3672(a), do not apply. See United States v. 
Security Trust & Savings Bank, 340 U.S. 47, 71 S.Ct. 111, 95 
L.Ed. 58; United States v. City of New Britain, Conn., 347 U.S. 
81, 86—87, 74 S.Ct. 367, 370-371, 98 L.Ed. 520. The claim of the 
interpleader for its costs is controlled by United States v. Liver- 
pool & London & Globe Ins. Co., 348 U.S. 215, 75 S.Ct. 247, 99 
L.Ed. 268.” 


This language clearly shows that the majority of the Court regarded 
the assignment as an inchoate and unperfected lien. The Bank here, 
however, points out that the assignment in the Ball case was made to 
secure a contingent or future indebtedness and that the assignment under 
consideration by this Court was given to secure a present and ascertained 
indebtedness. Admittedly, this is a distinguishing characteristic, but 
the distinction does not perfect an unperfected lien. Nor was the assign- 
ment to the Bank so definite as it contends. This is shown by the Bank’s 
treatment of the moneys it did receive. The fact that the checks were 
made payable to the Bank is not particularly enlightening because at 
least one check was made so payable before the assignment, and con- 
versely, one check after the assignment was made payable to Owatonna. 
The Government admits that the Bank may have obtained a perfected 
right to the payments it received and put into Owatonna’s checking 
account. These funds were at least reduced to possession by the Bank, 
but this is not true of the unpaid fund here in suit. 

The fact that the purported assignment here was given to secure 
a specified sum, and that the notes fell due on dates certain, relieved 
any lien which might arise of certain imperfections, but so far as the 
tax law is concerned, the lien itself remained unperfected, at least until 
some action was taken to enforce it. Furthermore, the matter of con- 
tingency is not limited solely to indefiniteness of time or amount. A 
lien interest, in and of itself, is indefinite. Contingency is the very basis 
of liens—if an obligor fails upon a primary obligation, the lienhold 
interest, though already in existence, becomes the basis of an enforcible 
right. The exact status of lienhold interests at any particular time always 
has been a difficult question. It is only proper, therefore, that the courts 
have erected the “perfected” standard to determine when the lien in- 
terest becomes cognizable in the federal tax lien law. 

The Court is not particularly concerned with the fact that there are 
Minnesota decisions which may have recognized that oral assignments 
are valid and binding upon others than the immediate parties to the 
assignment. The question here is whether the Bank’s lien interest satis- 
fies the standards imposed by the decisions of the federal courts where 
the question of priority arises as between a government tax lien and a 
private unperfected lien. That the federal courts have the final say in 
federal tax lien matters is basic. United States v. Acri, 348 U.S. 211, 


















126 THE BANKING LAW JOURNAL 


75 S.Ct. 289, 99 L.Ed. 264. The oral assignment given to the Bank 
merely gave rise to an equitable right, but such right cannot be called 
“perfected” as against the lien of the United States. It is admitted that 
the Government had no notice of the Bank’s alleged lien; in fact, no 
notice whatsoever was given by the Bank as to its oral assignment. The 
Bank, although it had ample opportunity to satisfy its lien, was content 
to rely solely upon its undisclosed lien to secure its indebtedness. It 
seems clear, therefore, that so far as the Government is concerned, the 
secret lien of the Bank remained inchoate and unperfected and lay 
dormant until after the tax lien became perfected. A majority of the 
court in the Ball case rejected the contention that an assignment as in 
the case at bar constitutes a mortgage within the meaning of Section 
3672(a), Revenue Act of 1989. This Court must hold likewise here. 


Claim of Intervener Altman 

It was in November, 1954, that the Government’s assessment became 
perfected and the Government obtained a lien upon all of Owatonna’s 
property and “rights in property.” It was not until February, 1955, that 
Altman performed any services as Owatonna’s attorney. Obviously, 
therefore, the Government’s lien existed on all of Owatonna’s rights to 
any property from Underground before Altman performed any legal 
services in creating the fund in question. He never perfected any lien 
for such services as required by Section 481.18 of the Minnesota Statutes, 
M.S.A. However, he now asks the Court to declare an equitable lien 
on the fund prior to that of the Government's lien, which was perfected 
some months prior to the commencement of Altman’s services. His 
position is that if the Government obtains the money on deposit, it will 
be the recipient of funds which were created by him, and in good 
conscience there should be paid over to him such part of such funds 
as represents the reasonable value of the legal services which he 
rendered. In passing it may be noted, though it is probably without 
any significance here, that when settlement was made in State Court 
whereby the fund was deposited with the Clerk, Altman in signing the 
stipulation of settlement which arranged for the deposit, made no refer- 
ence to any claim for attorney’s fees, nor did he indicate in the settle- 
ment stipulation that there were any other claimants to the fund except 
the Bank, the Government, and the Federal Mutual Insurance Company, 
whose claim was subsequently dismissed. Owatonna was still doing 
business when it proceeded to settle with Underground. That Altman 
was looking to Owatonna for payment for any services which he 
rendered seems evident. He first commenced a suit in State Court 
against Owatonna requesting $250 for the legal services which he 
rendered in obtaining the settlement in question. The advent of 
bankruptcy evidently caused him to pursue his alleged lien claim against 
the fund. But whatever equitable lien he may have had against the 
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fund, it remained unperfected, and in fact it is in this proceeding that 
he seeks to have his lien perfected. It may be true as Judge Kalodner 
stated in Filipowicz v. Rothensies, D.C., 43 F.Supp. 619, 623, 624, that 
there is a “well recognized principle that an attorney has a lien on a 
fund which has been created as a result of his efforts in litigation.” 
But the holding in the Filipowicz case cannot be followed. Until 
rendered specific and definite by a decree of a court, the attorney’s lien 
remains unperfected and inchoate in so far as its status in a federal tax 
lien case is concerned. If laborers, mechanics and materialmen, who 
have rendered services in creating improvements on real estate and filed 
liens according to state law before the Government perfects its tax lien 
on such real estate, are nevertheless subordinated to the Government’s 
tax lien, it is difficult to understand under what rationale this Court can 
elevate Altman’s unperfected legal lien to one which is superior to the 
Government's perfected lien in this case. See United States v. White 
Bear Brewing Company, 350 U.S. 1010, 76 S.Ct. 646, 100 L.Ed. 871, 
reversing 227 F.2d 359; United States v. Colotta, 350 U.S. 808, 76 S.Ct. 
82, 100 L.Ed. 725; reversing 224 Miss. 38, 79 So.2d 474; United States v. 
R. F. Ball Construction Co., Inc., 355 U.S. 587, 77 S.Ct. 442, 2 L.Ed.2d 
510. 

The above may be considered the Court’s findings of fact, and as 
conclusions of law the Court finds that the United States has a good and 
valid lien on said fund prior to the rights of the plaintiff and the inter- 
vener herein, and that the United States have judgment that it is 
entitled to said fund free and clear of any claim of the plaintiff and the 
intervener herein. Let judgment be entered accordingly. 

An order directing the Clerk of the District Court of Dodge County, 
Minnesota, to pay and deliver said fund to the United States of America 
in accordance with said judgment may be presented. 

Exceptions are allowed. 


REGISTERED MAIL REQUIRED 
The Oneida National Bank v. Manikas, 10 N.Y. Misc. 2d 671 
Under the Uniform Conditional Sales Act in New York, 
absent a general statute permitting certified mail to be used 


wherever registered mail is required, the statutory require- 
ment for registered mail must be followed. 
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Court Rules Bank is Holder In Due Course 


The Supreme Court of Alabama has decided a case recently 
which involved a rather complicated but interesting set of 
facts. An Alabama car dealer, Moore, after borrowing funds 
from American Finance Corporation went to Georgia and 
bought four cars from Lowrance and paid the latter with four 
checks drawn on the First National Bank of Auburn. Less 
than two weeks later American Finance, which had taken a 
mortgage on each of the cars to secure its loan, recorded the 
mortgages both in Alabama and Georgia. Two days before 
this recording, however, Lowrance repurchased the cars from 
Moore and paid him in part with four checks which Moore de- 
posited in his account in the First National Bank of Auburn. 
On the same day this deposit was made, the bank paid three 
of the four original checks that Moore had drawn to pay Low- 
rance but did not pay the fourth because of insufficient funds 
in Moore's account. 


Upon learning of this, Lowrance stopped payment on the 
four checks he had given Moore to repurchase the cars. Moore 
later approached Lowrance and was given a certified check “in 
full settlement” of the four checks Lowrance had given Moore 
less the amount of the Moore check upon which the bank had 
refused to make payment because of insufficient funds. 


Both American Finance and the First National Bank took 
the position that they were entitled to the proceeds of the 
certified check. American Finance claimed that Lowrance did 
not make payment for, nor take title to, the cars until issuance 
of the certified check which occurred after the mortgages were 


recorded. 


The court did not agree with this contention. It ruled that 
Lowrance became an innocent purchaser of the cars when he 
made payment with cash and his four checks. Further, since 
the bank had made payment to Lowrance on three of the ori- 
ginal four checks in reliance on Lowrance’s four checks which 
Moore had deposited in the bank, the bank became a holder 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 630. 
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in due course of Lowrance’s four checks and therefore was en- 
titled to the certified check which was given in place of Low- 
rance’s four checks. First National Bank of Auburn v. American 
Finance Corporation, Supreme Court of Alabama, 103 So.2d 
35. The opinion of the court is as follows: 


GOODWYN, J.—This is an appeal from a final decree of the circuit 
court of Lee County, in equity, granting relief to the complainant 
(appellee), the American Finance Corporation of Alabama, as prayed for 
in its bill for declaratory judgment, denying relief to the respondent and 
cross-complainant (appellant), The First National Bank of Auburn, 
Alabama, as prayed for in its cross-bill, dismissing said cross-bill and 
assessing the costs against respondent. For convenience, appellant will 
be sometimes referred to herein as the “Bank” and appellee as “American 
Finance.” 

The question to be determined is which of the parties is entitled to 
the proceeds of a certified check drawn by Lowrance Motor Company, 
Inc., of LaFayette, Georgia, herein sometimes referred to as Lowrance, 
on the Rossville, Georgia, Branch of the American Bank & Trust Company 
of Chattanooga, Tennessee, dated February 17, 1954, in the amount of 
$5,150 and made payable to the order of Trent Moore Motors, American 
Finance and the Bank. The trial court held American Finance to be 
entitled to the proceeds and directed the Bank to endorse the check. We 
have concluded that this was error, necessitating a reversal. 

The issuance of this check by Lowrance was the culmination of the 
following circumstances: 

H. E. (Trent) Moore, doing business as Trent Moore Motors in 
Opelika, Lee County, Alabama, went to LaFayette, Walker County, 
Georgia, during the latter part of January (January 18th and 28th) and 
the early part of February (February 4th and 9th) 1954, to purchase four 
automobiles from Lowrance. Moore took delivery of the four auto- 
mobiles and brought them to his place of business at Opelika. To pay 
for the cars Moore gave Lowrance four checks, totaling $7,400 and 
drawn on his account with the Bank. In connection with the proposed 
purchase Moore borrowed $6,654 from American Finance. As security 
for the loan American Finance took a chattel mortgage on each separate 
car. These chattel mortgages were recorded in the office of the Judge of 
Probate of Lee County, Alabama, wherein Moore resided, at 4:30 P.M. on 
February 12, 1954, and were recorded on February 13, 1954 in Walker 
County, Georgia, wherein Lowrance was doing business. On February 
10, 1954, two days before the mortgages were recorded in Lee County 
(see §§ 110 and 123, Code 1940, Tit. 47), Lowrance came to Moore at 
Opelika for the purpose of repurchasing these cars from Moore. The 
total amount to be paid was $7,225. Of this, $200 was paid in cash and 
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the remainder by four checks drawn by Lowrance to the order of Moore 
on the Rossville, Georgia, Branch of the American National Bank & Trust 
Company of Chattanooga, Tennessee, in the amounts of $1,750, $1,750, 
$1,875 and $1,650, respectively. Moore deposited these checks to his 
account in the Bank on February 10, 1954, and the Bank, on the same 
day, honored and paid three of the checks totaling $5,415, which Moore 
had given to Lowrance in payment for the cars. One of the checks given 
by Moore to Lowrance (in the amount of $1,875) was not honored and 
paid because of insufficient funds to the credit of Moore’s account. 
Lowrance, on learning of non-payment of said check, stopped payment 
on the four checks given by him to Moore. Moore and American 
Finance, on learning that Lowrance had stopped payment on the checks, 
went to Lowrance and secured from it a check made payable to Trent 
Moore Motors, American Finance and the Bank in the amount of $5,150. 
This check was dated February 17, 1954, and represented the total of the 
four checks given by Lowrance to Moore less the amount of the check 
($1,875) given by Moore to Lowrance which was not honored and paid 
by the Bank because of insufficient funds in Moore’s account. On the 
back of the check, above the place for indorsements, Lowrance placed 
the following: 


“This check is accepted in full settlement of the following 
checks, dated February 9, 1954, made payable to Trent [sic] 
Motors, Opelika, Ala. 
“No. 0531 $1,750.00 
“No. 0532 
“No. 0533 
“No. 0534 
“Indorsements to be as follows:” 


Moore endorsed the check and turned it over to American Finance. 
On February 19, 1954, American Finance had the check certified by 
the drawee bank. In certifying it the drawee bank placed thereon 
the following certificate: 
“No. 364 
“Certified 
“Payable Only As Originally Drawn 
And When Properly Endorsed 
“Feb. 19, 1954 
“Rossville Branch 
American National Bank & Trust Co.” 


American Finance then sought the Bank’s endorsement. Upon refusal 
of the Bank to endorse, American Finance brought its bill for declaratory 
judgment seeking a declaration that it is entitled to the proceeds of the 
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check and further seeking an order requiring the Bank to endorse the 
check, which was placed in the hands of the register. The Bank answered 
the bill denying American Finance’s right to the proceeds of the check 
and also filed a cross-bill seeking for itself relief similar to that sought 
by American Finance. It is from the decree granting relief to American 
Finance and dismissing the Bank’s cross-bill that this appeal is taken. 


The position taken by the Bank is that the check of February 17th 
(for $5,150) was given by Lowrance in place of the four checks 
Lowrance had given to Moore (totaling $7,025), less the amount of 
Moore’s check (for $1,875) to Lowrance which was not honored and paid 
by the Bank; that since the Bank honored Moore’s checks on the strength 
of Moore’s deposit to his account of Lowrance’s checks, the Bank thus 
became the holder for value in due course of Lowrance’s checks; and 
since Lowrance’s check of February 17th was given for the purpose of 
taking up his earlier checks on which he had stopped payment, the Bank 
is entitled to the proceeds of the later check. To state the Bank’s position 
another way: When the Bank paid Moore’s checks drawn on his 
account, in reliance upon Lowrance’s checks which Moore deposited to 
the credit of his said account, the Bank thereby became a holder for 
value in due course of Lowrance’s checks. Being entitled to recover on 
said checks against Lowrance (as already determined in a suit brought 
by the Bank against Lowrance in the United States District Court for 
the Northern District of Georgia and affirmed by the Fifth Circuit Court 
of Appeals, Lowrance Motor Company v. First National Bank of Auburn, 
Alabama, 5 Cir., 238 F.2d 625), it follows that the proceeds of Lowrance’s 
check of February 17th, given as it was to replace Lowrance’s checks 
held by the Bank, should go to the Bank in satisfaction pro tanto of its 
claim against Lowrance. 


The position taken by American Finance seems to be this: Moore 
acquired title to three of the cars when the Bank paid the three checks 
Moore gave to Lowrance. Since the check to the fourth car was not 
paid, title to said car did not pass from Lowrance to Moore, the title 
remaining in Lowrance. When Lowrance attempted to repurchase the 
cars he gave Moore the four checks, none of which was paid (Lowrance 
having stopped payment on them); hence, Lowrance did not thereby 
acquire title to the cars, that is, the three to which Moore had title. 
That, prior to issuance by Lowrance of the $5,150 check on February 
17th, certified on February 19th, Lowrance and the Bank both had notice 
of American’s mortgages on the cars, the mortgages having been recorded 
both in Alabama and Georgia prior to issuance of the February 17th 
check. That check, upon being certified, constituted payment and 
operated to pass title to three of the cars from Moore to Lowrance. 
Therefore, since said $5,150 check was actually issued in payment for 
the three cars, American’s mortgage liens on said cars attached to the 
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proceeds of the sale evidenced by said check and, consequently, the 
proceeds of the check should go to American Finance. 

So far as the record before us shows, Lowrance became an innocent 
purchaser of the cars for a valuable consideration when he gave to 
Moore, on February 10th, the $200 in cash and the four negotiable checks 
in payment therefor. Donahoo Horse & Mule Co. v. Durick, 193 Ala. 
456, 69 So. 545. At that time American Finance’s mortgages had not 
been recorded. (We do not have any question here as to whether 
Lowrance had actual notice of American Finance’s mortgages or of some 
fact or circumstance sufficient to put it on inquiry, which, if followed up, 
would have resulted in discovery of the encumbrances. ) 

To the extent presently pertinent, Code 1940, Tit. 47, § 123, supra, 
provides as follows: 





“Conveyances of personal property to secure debts, or to pro- 
vide indemnity, are inoperative — creditors and purchasers 
without notice, until recorded, . 


In discussing this statutory provision (§ 3386, Code 1907) in Donahoo 
Horse & Mule Co. v. Durick, supra, at pages 458 to 460 and 464 of 193 
Ala., at pages 546 of 69 So., this court, per McClellan, J., had this to say: 


. The defense successfully asserted below was that the 
defendant was a bona fide purchaser for value and without 
notice of the plaintiff's existing mortgage on the animal. The 
mortgage was executed June 10, 1913. On July 3, 1913, the 
mortgage was filed for record. On July 2, 1913, defendant and 
the mortgagor made this trade: Defendant agreed to give the 
mortgagor, for the horse in suit, $10 in value in merchandise, a 
horse then owned and in the possession of the defendant, and to 
later pay the mortgagor $95 in money. This trade was, on that 
day, effected to this extent: The mortgagor delivered the horse 
in suit to the defendant, and the defendant delivered the mer- 
chandise and the other horse to the mortgagor. On July 4, 1913, 
the very next day after the mortgage was filed for record, and 
after constructive notice thereof had become operative upon 
the defendant in virtue of the filing of the mortgage for record, 
the defendant paid the mortgagor the $95, as stipulated in the 
agreement between them. On the facts stated, the point was 
taken below, and is stressed here, that one who does not pay in 
full the purchase price of personal property at the time of the 
purchase or before notice of the outstanding right or claim is 
brought home, or is imputed under the registration statutes to 
him, cannot invoke the protection the law accords to a bona 
fide purchaser for value and without notice. 
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“In the decision of Dudley v. Abner, 52 Ala. 582, this court 
construed the above section (then section 1561 of the Code of 
1867) [§ 3386, Code 1907] in respect of the term ‘purchaser’; 
the court saying: 

“‘And he is a purchaser for a valuable consideration who 
parts with something of value for the thing purchased.’ 

“This case was decided in 1875. The statute in question has 
been thrice reenacted since the decision in Dudley v. Abner. Its 
readoption comprehended the construction put upon it by this 
court in that case. This construction does not, as is apparent, 
make a condition to one’s being a bona fide purchaser that he 
shall have paid, or shall have become irrevocably bound to pay, 
the whole purchase price he agreed to pay before notice of the 
outstanding claim or lien. The purpose of such statutes is, as 
said by Jones on Chattel Mortgages, at section 313, ‘to protect 
those who have acquired rights under circumstances which 
would render them liable to be defrauded unless so protected.’ 
This object confirms the correctness of the announcement made 
in Dudley v. Abner, as before quoted... . 


“The statute renders void, as against purchasers and creditors, 
mortgages not filed for registration; and the defendant, having 


parted with value before notice, was a purchaser as persons in 
that category are defined in Dudley v. Abner. If the purchaser 
has innocently and in good faith assumed such a position as that 
his deprivation of the property he has bought would leave him 
in a worse position than formerly, because of values he has 
delivered or new irrevocable obligations he has assumed, he is 
entitled to the protection the law accords bona fide purchasers 
for value and without notice. 35 Cys. pp. 351, 352; 24 Am. & 
Eng.Ency. of Law, p. 1171. If he buys, however innocently, on a 
credit, and gives only a nonnegotiable promise to pay, and 
before payment thereof receives notice of the adverse claim, 
or of facts sufficient to put him on inquiry in the premises, he 
cannot invoke the protection the law accords bona fide pur- 
chasers; for his action in paying in such circumstances must 
be attributed to his own fault, and he has not been really 
prejudiced. Hoyt & Bros. Mfg. Co. v. Turner, supra [84 Ala. 
526, 4 So. 658]; Jones on Chat. Mortg. § 313.” 


It seems to us that the holding in Donahoo is of controlling influence 
in the case now before us. In the light of that decision the contention 
of American Finance cannot be sustained. It is apparent from the 
statement on the back of Lowrance’s check of February 17th that said 
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check was issued for the purpose of paying the four checks Lowrance 
gave to Moore in payment for the cars. The Bank is the holder for 
value in due course of those checks and is entitled, we think, to the 
proceeds of the check here involved. 

The decree appealed from is due to be reversed and the cause 
remanded. 

Reversed and remanded. 

LIVINGSTON, C. J., and LAWSON and MERRILL, JJ., concur. 


Bank Ruled Not to be Holder in Due Course of 
Conditional Acceptance Notes 


The Citizens and Southern National Bank has been denied 
the right to recover as a holder in due course on conditional 
acceptance notes given as part of a premium payment on an 
insurance policy. The maker (defendant-insured) executed 
the notes, which were made payable to an insurance broker, 
as part payment of the premium on a public liability and prop- 
erty damage insurance policy. The notes were then assigned 
by the payee-broker to the bank. 

The balance due on the policy from the broker was re- 
flected on the books of the insurance company simply as an 
open account and when the broker, which later became in- 
solvent, failed to pay this account, the insurance company 
canceled the policy and consequently the insured discontinued 
making payments on the notes. This method of financing 
premium payments was not authorized by the insurance com- 
pany and it had no knowledge that the broker operated in this 
manner. 

The court, in ruling against the bank, indicated that the 
notes were clearly non-negotiable and that consequently the 
bank was subject to the same defenses on the notes as the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 630. 
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broker. Since the accepting of such notes by the broker was 
not only unauthorized but also against public policy, and since 
the bank knew this, it could not be considered a holder in due 
course of the notes. Johnson v. Citizens and Southern National 
Bank, Court of Appeals of Georgia, 102 S.E.2d 680. The opinion 
of the court is as follows: 


On April 2, 1957, the Citizens & Southern National Bank, hereinafter 
called the plaintiff, filed an action against Willie Johnson, hereinafter 
called the defendant, in the Civil Court of Bibb County. The petition 
alleged that the defendant is indebted to the plaintiff in the sum of 
$274, plus interest from September 28, 1956, at eight percent upon four 
certain promissory notes, all dated September 28, 1956, and maturing on 
January 25, 1957, March 25, 1957, April 25, 1957 and May 25, 1957; 
that a copy of the last of said notes is attached and by reference made 
a part of the petition, the other three notes being identical except as to 
the date of maturity, and in that the name of the company and the policy 
number appear only on the last note; that default was made in the 
payment of the notes due on January 25th and March 25th so that the 
holder has declared the entire indebtedness due as provided in said notes; 
that said notes were payable to the order of Morgan & Morgan Insurance 
Agency and were duly transferred and assigned to the plaintiff by 
endorsement prior to the maturity of said notes so that the plaintiff is 
the bona fide holder for value of said notes, and that said notes are 
long past due and no part thereof has been paid. 

On May 18, 1957, the defendant filed an answer, admitting the 
execution of the four promissory notes described in the petition; admit- 
ting that the copy of the last note attached to the petition was a 
true and correct copy, admitting the the four notes sued upon had not 
been paid, and admitting that payment had been demanded by or in 
behalf of the plaintiff. The defendant denied, however, that he was 
indebted to the plaintiff in any amount, and further alleged: 

“6. Further answering, defendant shows that on or about September 
28, 1956, he applied to Morgan & Morgan Insurance Agency for a policy 
of public liability and property damage insurance covering certain 
vehicles owned by him. The said Morgan & Morgan Insurance Agency, 
as broker or agent for Canal Insurance Company of Greenville, South 
Carolina, did cause the said Canal Insurance Company to issue its 
policy No. 319621 in the name of ‘Willie Johnson and Celton Pitts’, 
effective on September 30, 1956, for a period of one year. The total 
premium for said policy of insurance was $730.80. Defendant made a 
downpayment thereon of $182.70, leaving a balance owing of $548.10. 
At the instance of the said Morgan & Morgan Insurance Agency, the 
defendant executed a total of eight notes in the approximate amount of 





136 THE BANKING LAW JOURNAL 


$68.50 each and payable at intervals of approximately one month, begin- 
ning on or about October 25, 1956. 


“7. Defendant is advised and believes that said notes were there- 
upon transferred and assigned by the said Morgan & Morgan Insurance 
Agency to plaintiff. Defendant has paid four of said notes, totaling 
$274, to plaintiff. 


“8. Unknown to defendant, the relation between Morgan & Morgan 
Insurance Agency and Canal Insurance Company was this: The bal- 
ance of $548.10 owed on this policy was reflected on the books of 
Canal Insurance Company simply as an open account against its said 
agent or broker; this was to be paid, according to custom, in nine 
monthly instalments of $60.90 each, beginning October 25, 1956; only 
three of these payments totaling $182.70, were actually made by the 
said Morgan & Morgan Insurance Agency to the said Canal Insurance 
Company; Canal Insurance Company had no knowledge whatsoever 
that its agent or broker was obtaining notes from defendant or from any 
other insured, and had no knowledge that any such notes were being 
transferred or assigned to plaintiff, and the said Canal Insurance Com- 
pany would not have given its consent or agreement to any such scheme. 


“9. Because the said Morgan & Morgan Insurance Agency failed to 
pay to Canal Insurance Company the monthly instalments due on January 
25, 1956 and thereafter, Canal Insurance Company canceled said policy 
of insurance effective as of March 28, 1957. No coverage has been 
afforded to defendant under said policy since that date. Defendant has 
received no return of premium on said policy. 


“10. Plaintiff had actual or constructive notice of all the facts set 
forth herein. 

“11. By reason of the above facts there has been a partial failure 
of consideration and defendant is not indebted either to Morgan & 
Morgan Insurance Agency or to the plaintiff in any amount whatsoever. 


“12. Defendant further avers that plaintiff is not a holder in due 
course of the instruments sued on and, in addition, that said instru- 
ments are non-negotiable. Plaintiff is a mere assignee or transferee 
of said notes.” 

The plaintiff filed general and special demurrers to the defendant's 
answer, contending that the answer set forth no defense to the suit and 
should be stricken. The defendant filed an amendment to his answer 
as follows: 

“18. In procuring an application for insurance from defendant and 
in thereafter issuing the above described policy to him the said Morgan 
& Morgan Insurance Agency was purporting to act solely as an agent 
or broker for Canal Insurance Company (hereinafter referred to as 
Canal). Morgan & Morgan Insurance Agency was not an insurer and 
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did not at any time act or purport to act as such. Defendant executed 
the notes sued on at the instance of Morgan & Morgan Insurance Agency 
believing that Morgan & Morgan Insurance Agency was authorized by 
Canal to accept said notes in payment of the premium balance. 


“14. To the contrary, Morgan & Morgan Insurance Agency had not 
been authorized to take notes payable to itself for the premium or any 
part thereof and Canal was totally unaware that this practice was being 
followed. As hereinabove set forth Canal did not receive from Morgan 
& Morgan Insurance Agency the proceeds of said notes after they were 
transferred to plaintiff and Morgan & Morgan Insurance Agency never at 
any time informed Canal either that notes had been taken or thereafter 
transferred and never rendered to Canal any accounting thereof. 


“15. Plaintiff, by and through its vice president, Ralph Eubanks, 
knew at the time the notes herein sued on were transferred to it that 
Morgan & Morgan Insurance Agency was not an insurer, that said notes 
were for the balance due as premium on an insurance policy to be 
issued by Canal, and that Canal and not Morgan & Morgan Insurance 
Agency was entitled to receive this balance, less commission due 
Morgan & Morgan Insurance Agency. The plaintiff also knew or should 
have known at said time that Morgan & Morgan Insurance Agency had 
no authority from Canal to take notes with Morgan & Morgan Insurance 
Agency as payee and no authority to transfer these to plaintiff and that 
the money or credit plaintiff advanced to Morgan & Morgan Insurance 
Agency when said notes were transferred was not the property of 
Morgan & Morgan Insurance Agency. 

“16. The normal banking practice and generally accepted method 
of financing insurance premiums, as plaintiff well knew at said time, 
was for a bank to notify the insurer and to receive an acknowledgment 
and confirmation from the insurer before advancing any funds to the 
insured or to the insurer's agent. This was the practice generally 
followed by plaintiff itself at said time. 

“17. Plaintiff had for many years financed for Morgan & Morgan 
Insurance Agency the “Conditional Acceptance Premium Notes, such 
as the ones herein sued on. Plaintiff would never notify any insurance 
company involved and plaintiff would rarely have any contact with any 
maker, most of said payments being by mail. If a maker defaulted 
in the payment of any note plaintiff would simply notify Morgan & 
Morgan Insurance Agency thereof and Morgan & Morgan Insurance 
Agency would make this good. Plaintiff never at any time attempted to 
collect an overdue payment from a maker but dealt with and looked 
solely to Morgan & Morgan Insurance Agency. 

“18. Under the circumstances above set forth plaintiff was under a 
duty either to notify Canal Insurance Company prior to discounting 
said notes or otherwise to inquire into Morgan & Morgan Insurance 
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Agency's authority. Plaintiff had knowledge of such facts as to give it 
reasonable ground to believe that Morgan & Morgan Insurance Agency 
was converting the proceeds of notes being discounted and was not 
accounting therefor to Canal and plaintiff acted at its peril in making pay- 
ment direct to Morgan & Morgan Insurance Agency under these circum- 
stances. J. E. Morgan, the sole owner of Morgan & Morgan Insurance 
Agency, was insolvent at the time these notes were transferred and this 
was known or should have been known by plaintiff. 

“19. By reason of the facts and circumstances set forth above plain- 
tiff is not a holder in due course of the notes sued on but is a mere 
assignee or transferee of and stands in the place of Morgan & Morgan 
Insurance Agency, and because of the failure of consideration herein 
set forth is not entitled to recover from defendant.” 

The plaintiff filed renewed and additional general and special 
demurrers to the amended answer, contending that the amended answer 
set forth no defense at law or in equity and should be stricken. The 
court sustained the general demurrers to the defendant’s answer as 
amended, striking such answer, but gave the defendant ten days in 
which to amend. The special demurrers were not passed upon. The 
defendant did not file another amended answer within the time allowed. 
The court entered a second order sustaining the plaintiffs general 
demurrer to the answer and struck the answer. Subsequently, a judgment 
by default was entered in favor of the plaintiff against the defendant for 
the full amount for which suit was brought, together with interest and 
notes. 

Error is assigned on the judgment sustaining the general demurrer 
to the answer and on the judgment of default. 

Frank C. Jones, Jones, Sparks, Benton & Cork, Macon, for plaintiff 
in error. 

William C. Turpin, Maurice C. Thomas, Macon, for defendant in 
error. 

Smith, Field, Doremus & Ringel, Alex W. Smith, Atlanta, amici 
curiae. 

GARDNER, P.J.—It will be noted that the plaintiff sues on the 
notes here involved as a bona fide holder for value before maturity. 
Defendant contends that the plaintiff is not a bona fide holder for value 
before maturity and, therefore, is not entitled to recover. 

The agreement between the defendant (insured and maker) and 
the Morgan & Morgan Insurance Agency (payee and endorser) is set 
forth in the face of each of the “conditional acceptance premium notes” 
sued on. 

This agreement provides expressly and by necessary implication the 
following: (a) The notes are “tendered” to the payee, Morgan & Morgan 
Insurance Agency “by the maker or makers under the following agree- 
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ment”; (b) The maker tenders these notes “in settlement of certain 
premiums ‘. . .’ covering . . . insurance policy or policies issued to the 
maker by Morgan, etc.”; (c) “If any of these notes are not paid when 
due . . . Morgan & Morgan Insurance Agency reserves the right to 
declare all unpaid notes due and immediately cancel all policies in 
connection with which these notes are given in settlement of premiums”; 
(d) “All unearned premiums by reason of any such cancellation shall 
be the property of Morgan”; (e) “Failure to pay this note . . . shall 
at the option of Morgan & Morgan Insurance Agency, constitute a 
request for cancellation on the customary short-rate basis”; (f) Implicit 
in the foregoing express agreements is the obligation of Morgan & Morgan 
Insurance Agency to pay the full premium or premiums to the Insurance 
Company or Companies “covering . . . insurance policy or policies 
issued to the maker by Morgan, etc.” 

Otherwise, there could never be any unearned premium in the hands 
of the insurer in the event of a cancellation as contemplated and provided 
for in the agreement above quoted. 

Furthermore, the notes are entitled on their face as being “Condi- 
tional Acceptance Premium Notes”. This can mean nothing more nor 
less than that the note is acceptable as a premium note, subject to the 
conditions therein expressed. As such they are non-negotiable and the 
bank acquires no greater rights in the transfer of the notes to it by 
Morgan & Morgan Insurance Agency than are given to Morgan & Morgan 
Insurance Agency under the notes themselves. 

Morgan & Morgan Insurance Agency did not pay the premiums to 
the involved insurance company and there was a failure of consideration 
and to that extent the bank, as transferee, is not entitled to recover. 


Code § 14—201 reads: “An instrument to be negotiable must conform 
to the following requirements: (1) It must be in writing and signed by 
the maker or drawer; (2) It must contain an unconditional promise 
or order to pay a sum certain in money, provided that a promissory note 
may be made payable in cotton or other articles of value; (3) It must 
be payable on demand or at a fixed or determinable future time; (4) It 
must be payable to order or to bearer; and, (5) Where the instrument 
is addressed to a drawee, he must be named or otherwise indicated 
therein with reasonable certainty.” 

Almost the entire argument of the plaintiff is that the notes are 
negotiable because the notes contain, above all other things, a promise 
to pay a sum in money and all other things expressed in the notes or 
concerning the notes are, as to the defendant, surplusage and not bind- 
ing on the defendant. According to our way of seeing the issue, it is 
immaterial whether or not the words “promise to pay a sum certain in 
money at a certain time” are in the notes. We might concede that the 
plaintiff is correct in this regard. However, the controlling question 
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here is whether or not the facts of which the plaintiff had notice, such 
as the taking of the notes from the defendant and allegations of facts 
connected thereto (shown throughout the transaction) indicate that 
the procuring of the notes by Morgan & Morgan Insurance Agency 
and the giving of the notes by the defendant was against public policy. 
These things the plaintiff knew, according to the pleadings in the case. 
The alleged facts appear in the pleadings and admitted by demurrer 
show that Morgan & Morgan Insurance Agency represented the Canal 
Insurance Company of Greenville, South Carolina and without any 
authority or knowledge of the Canal Insurance Company, Morgan & 
Morgan Insurance Agency proposed to finance the premiums on certain 
policies for the defendant. This was undertaken and handled in the 
series of conditional acceptance notes. These notes were sold, trans- 
ferred and assigned by Morgan & Morgan Insurance Agency to the 
plaintiff. The plaintiff, in purchasing these notes, was fully advised 
by the notes themselves, as one source, that this financing transaction 
between Morgan & Morgan Insurance Agency was not as agents for the 
Canal Insurance Company but in Morgan & Morgan Insurance Agent's 
own right, on behalf of an agent of the defendant insured. In Ramspeck 
v. Pattillo, 104 Ga. 772, 775, 30 S.E. 962, 42 L.R.A. 197, 69 Am.St.Rep. 
197, the Supreme Court said: “l. An agent of a fire-insurance com- 
pany, authorized to contract for insurance in its behalf, cannot, without 
the company’s consent, become in his individual character the agent of 
a property owner who desires to obtain insurance in that company... . 
The law will not permit an agent to assume such conflicting duties, and 
declares that such contracts are against public policy. ‘An agent can- 
not make a valid contract where, in the same transaction, he acts as 
agent for both parties.’ . . . ‘It is not competent for one to employ an 
insurance agent to effect an insurance or renewal in the agent’s own 
company. He cannot take the agency of one wishing to insure, without 
the consent of his principal. To be agent for both parties to a contract 
is to undertake inconsistent duties, and such a mutual agency requires 
the consent of both principals to the mutuality of the agency.’ . . . Con- 
tracts which are opposed to open, upright, and fair dealing are opposed 
to public policy. ... He commits a fraud on his principals in undertak- 
ing, without their assent or knowledge, to act as their mutual agent, 
because he conceals from them an essential fact entirely within his own 
knowledge, which he was bound, in the exercise of good faith, to disclose 
to them.” The Supreme Court in Napier v. Adams, 166 Ga. 403, 143 
S.E. 566, 567, cites with approval Ramspeck v. Pattillo, supra; Phoenix 
Insurance Co. v. Hamilton, 110 Ga. 14, 17, 35 S.E. 305; Sessions v. Payne, 
113 Ga. 955, 956, 39 S.E. 325; Manis v. Pruden, 145 Ga. 239, 88 S.E. 
967; Murphy Hardware Co. v. Rhode Island Insurance Co., 153 Ga. 273, 
111 S.E. 808; Reserve Loan Life Ins. Co. v. Phillips, 156 Ga. 372, 377, 
119 S.E. 315, to the same effect, amplifies the illegality of dual agency 
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situations and reiterates that contracts resulting therefrom are against 
public policy and are fraudulent and void. The decision in Napier v. 
Adams, supra, was emphatic on this point. Throughout the case the 
court expressed this principle but we quote only a part regarding this 
decision on this principle of law: “An agent cannot use his best skill and 
judgment to promote the interest of his employer where he acts for 
two persons whose interests are essentially adverse. Such a situation 
places the agent under a temptation to deal unjustly with one or both 
of his principals. Walker v. Osgood, 98 Mass. 348, 98 Am.Dec. 168. 
He thus commits a fraud on his principals in undertaking, without their 
consent or knowledge, to act as their mutual agent... . Such conduct 
is a palpable fraud upon his principal.” [166 Ga. 408, 143 S.E. 567.] 

In Hoffman v. John Hancock Mutual Life Insurance Company, 92 
U.S. 161, 23 L.Ed. 589, the United States Supreme Court said: “An agree- 
ment between the agent of an insurance company and an applicant 
for insurance, whereby the former, without authority from the com- 
pany, accepted, by way of satisfaction of a premium payable in money, 
articles of personal property, is a fraud upon the company, and no valid 
contract against it arises therefrom . . . Life insurance is a cash business. 
Its disbursements are all in money, and its receipts must necessarily be 
in the same medium. This is the universal usage and rule of all such 
companies.... The exercise of such a power [taking personal property 
for his commissions on insurance premiums] by the agent was liable to 
two objections,—it was ultra vires, and it was a fraud as respects the 
company. Hoffman must have known that neither Goodwin nor Thayer 
had any authority to enter into such an arrangement, and he was a 
party to the fraud.” This court has cited Hoffman v. John Hancock 
Mutual Life Insurance Company, supra, in two cases, i.e. New Jersey 
Insurance Co. of Newark v. Rowell, 33 Ga.App. 552, 554, 126 S.E. 892 
and American Insurance Co. of Newark, N.J. v. Seminole County Board 
of Education, 51 Ga.App. 808, 181 S.E. 783. In those cases the court 
said in substance that premiums must be paid in money or its equivalent. 

In view of what we have said hereinabove and authorities therefor, 
the court erred in sustaining the demurrer to the amended answer. 

Judgment reversed. 

TOWNSEND and CARLISLE, JJ., concur. 
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Drawer of Checks May Not Recover Against 
Drawee Bank 





A case based on facts that are perhaps more common than 
one might believe has been decided by the Court of Appeals 
of Maryland. The drawer of six checks mistakenly made out 
the checks to Company No. 1, put that Company’s address on 
the face of the checks and sent them to the Company at the 
stated address. The drawer had meant to make out and send 
the checks to Company No. 2 which had the same name as 
Company No. 1 but a different address. Despite the fact that 
an invoice sent with each check indicated it was intended as 
payment for work done for the drawer by Company No. 2, the 
checks were indorsed with the name of Company No. 1 and 
payment was made on them by the drawee bank. The drawer’s 
insurer brought suit against the drawee bank claiming that the 
bank had wrongly paid the checks on the basis of forged in- 
dorsements. 

The court ruled in favor of the bank. It stated that Section 
44 of Article 13 of the Maryland Code (N.I.L. Section 23) 
was applicable in this situation. This statute indicates that a 
drawee bank is liable for improperly charging forged items to 
an account of a depositor unless the depositor “is precluded 
from setting up the forgery.” The fact that these checks not 
only were sent to the wrong payee but also contained the wrong 
address led the court to conclude that the drawer could not 
set up forgery as a basis for charging the drawee bank. 

It should be noted, however, that the court made it abund- 
antly clear that its ruling applied only to situations where the 
wrong address was placed on the face of the check and that it 
did not rule on whether a drawer was precluded from setting 
up forgery in a situation where a check is simply sent to the 
wrong payee having the same name as the intended payee. 
Glenn L. Martin Company v. Fidelity-Baltimore National Bank 
and Trust Company, Court of Appeals of Maryland, 145 A.2d 
267. The opinion of the court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 560. 
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REUBEN OPPENHEIMER, Judge specially assigned. 


This is an appeal from a ruling of the Superior Court of Baltimore 
City granting the appellee’s motion for summary judgment in a suit 
by the appellant alleging that the appellee improperly charged against 
the appellant’s account the amounts of six checks on which the payee’s 
indorsements were forged. All the facts upon which the motion for 
summary judgment was granted are set forth in the pleadings, and the 
correctness of those facts is not here questioned. No oral testimony 
was taken. 

The nominal plaintiff appellant (the Martin Company) is a depositor 
in the bank of the appellee (the Bank), in which it maintains a regular 
checking account. The suit involves a series of six checks, the first of 
which was dated in May of 1956, and the last in September of the 
same year, in the aggregate sum of $33,611.55. Each of the checks was 
made payable on its face to “The Nelson Company, 1110 Division Street, 
Baltimore 1, Maryland,” and each was mailed to The Nelson Company 
at the Division Street address. The checks were all indorsed by that 
company, deposited in the Second National Bank of Towson, and for- 
warded for collection through the First National Bank of Baltimore to 
the drawee, the Bank, which charged them to the Martin Company’s 
account. 


In fact, all the checks here involved were intended by the Martin 
Company to be in payment for work performed for it by another 
company, also called The Nelson Company, which is located in the 
Standard Oil Building in Baltimore. The Martin Company had done 
business with each of the two concerns. In October, 1955, it had drawn 
a check in the amount of $1,184 to The Nelson Company of the Division 
Street address (The Nelson Company No. 1), against the Martin Com- 
pany’s account with the Bank. This check was mailed to The Nelson 
Company No. 1, indorsed by it, and duly charged by the Bank against 
the Martin Company’s account. The series of six checks, beginning in 
May of 1956, involved in this litigation were intended by the Martin 
Company to be in payment for work done for it by The Nelson Company 
of the Standard Oil Building (The Nelson Company No. 2), but through 
some unexplained error of the Martin Company, these checks bore on 
their face the address of The Nelson Company No. 1, which indorsed and 
cashed them. The last of the six checks was dated September 13, 1956. 
The Martin Company did not discover its error until October and notified 
the Bank early in that month. At that time all the six checks had been 
paid to The Nelson Company No. 1. With each of the checks sent 
by the Martin Company to The Nelson Company No. 1, there was en- 
closed an invoice showing that the check was in payment for work done 
for the Martin Company by The Nelson Company No. 2. The Martin 
Company had a contract of insurance issued by the American Mutual 
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Liability Insurance Company, the equitable plaintiff-appellant, covering 
the loss herein complained of, and the insurance company paid the 
Martin Company the total sum of the checks. Two of the six checks 
were indorsed “The Nelson-Fox Co.”, with the name “Fox” blocked out, 
and were paid by the Bank in the same manner as the other checks. 

The appellant contends that the duty of the drawee bank to a drawer 
depositor is contractual and absolute; that the assertion of forgery is 
precluded only if the drawer’s acts affirmatively induced or were the 
proximate cause of the drawee bank’s breach of contract, and that there 
are no such facts in the record. The Bank contends that on the facts 
the Martin Company is estopped from asserting the forged indorse- 
ments of the checks, and that, in any case, the equitable appellant, 
because in its policy of insurance it indemnified the Bank, has no right 
to maintain this suit. 

Section 44 of Article 18 of the Code (1957) provides as follows: 


“44. Forged signature; effect of. 

“Where a signature is forged, or made without authority of 
the person whose signature it purports to be, it is wholly in- 
operative, and no right to retain the instrument, or to give a 
discharge therefor, or to enforce payment thereof against any 
party thereto, can be acquired through or under such signature, 


unless the party, against whom it is sought to enforce such right, 
is precluded from setting up the forgery or want of authority.” 


Under this section of the Code, which enacts Section 23 of the Uniform 
Negotiable Instruments Law, the liability of a bank improperly charg- 
ing forged items to an account of a depositor is absolute, unless the 
depositor is precluded from setting up the forgery. In Union Trust Co. 
v. Soble, 192 Md. 427, 431, 64 A.2d 744, 746, this Court said: “We 
interpret the word ‘precluded’ in this section to be synonymous with 
‘estopped.’ Estoppel, such as will preclude the drawer of a check from 
setting up the defense of forgery or want of authority in the indorse- 
ment, may arise from any conduct, silence, or laches which misled the 
bank to its prejudice. Home Credit Co. v. Fouch, 155 Md. 384, 396, 
142 A. 515.” 

As between the Martin Company and The Nelson Company No. 1, it 
is clear on the record before us that the latter knew when it indorsed 
the checks that it was not entitled to the proceeds thereof. The invoices 
mailed with the checks showed that the work for which the checks were 
given in payment had been done for the Martin Company by The Nelson 
Company No. 2. Section 44 of Article 13 of the Code is applicable 
whether the signatures were forged or whether they were made without 
the authority of the person whose signatures they purported to be. For 
the purpose of this decision, we assume, without deciding, that the 
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signatures were forged. On this assumption, the question before us 
is whether the Martin Company is precluded, i. e., estopped, from 
asserting the forgery as a defense. 


There are many cases construing and applying the preclusion pro- 
visions of the Negotiable Instruments Law here involved in actions 
by drawers against the drawee banks in which a variety of factual 
situations are involved. See Annotation 89 A.L.R.2d 641. However, 
there are relatively few cases in which the question before the Court 
was whether the drawer of a check is precluded from recovering against 
the drawee bank which paid the check, notwithstanding a forged 
indorsement thereon, because of the drawer’s negligence in mailing the 
check to a person of the same name as the payee but at a different 
address. 


In Citizens’ Union National Bank v. Terrell, 244 Ky. 16, 50 S.W.2d 
60, the drawer of a check payable to “Joe Cunningham,” mailed it to 
the address of a person of that name who was not the person intended 
by the drawer to be the payee. The Joe Cunningham for whom the 
check was intended lived in the same city. The wrong Joe Cunningham 
who received the instrument forged the payee’s signature and cashed 
the check. It was held that the drawer was precluded from asserting 
the forgery of the indorsement. The Court said, 244 Ky. at page 26, 
50 S.W.2d at page 64: “If the facts and circumstances in this case do 
not estop and preclude Mr. Terrell from setting up and asserting the 
forged indorsement of the payee’s name to the check it would be difficult 
indeed to conceive of a case where the drawer of a check would be 
so estopped and precluded. Clearly it was his own act in unwittingly 
placing the check in the hands of an impostor bearing the same name 
as the person for whom it was intended that facilitated and brought 
about the fraud and forgery. In such circumstances the principles 
of justice, morality, and sound public policy demand that he and not 
the party misled by his act and conduct should bear the loss occasioned 
thereby.” 


In S. Weisberger Co. v. Barberton Savings Bank, 84 Ohio St. 21, 
95 N.E. 879, 34 L.R.A.,N.S., 1100, the drawer was indebted to one Max 
Roth of New York City. By mistake, he drew his check in the amount 
of the indebtedness and mailed it to a Max Roth in Cleveland, Ohio. 
The latter indorsed the check and cashed it with a saloon keeper, who 
deposited it in his bank. The check was duly presented to the drawee 
bank, which paid it and charged the amount to the drawer. Judgment 
for the drawee bank was affirmed. The Court said, 84 Ohio St. at page 
$l, 95 N.E. at page 381: “In the case at bar, it appears that neither 
the depositor nor the bank intended to commit any wrong, and we may 
apply a rule the substance of which is that, where one of two innocent 
parties must suffer because of a fraud or forgery, justice imposes the 
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burden upon him who is first at fault and put in operation the power 
which resulted in the fraud or forgery.” 


In several cases not directly involving the liability of the drawee 
bank to the drawer, there are dicta that the drawer is precluded from 
setting up the forgery of the indorsement of the check when it was 
mailed, not to the intended payee, but to another person of the same 
namé, at a different address. See Jones v. Citizens Nat. Bank of 
Okmulgee, 106 Okl. 162, 233 P. 472 and Washington Loan & Trust 
Co: v.. U.S., 77 U.S.App.D.C. 284, 184 F.2d 59. Dicta in other cases 
are to the effect that, under such circumstances, the drawer is not 
precluded. See U.S. v. Union Trust Co., 189 F.Supp. 819 (a decision of 
Judge Watkins in the United States District Court, District of Mary- 
land), and State Bank of Chicago v. Mid-City Trust and Savings Bank, 
232 Ill.App. 186. Cf. Concurring opinion of Sibley, J., in Fulton Nat. 
Bk. of Atlanta v. U.S., 5 Cir., 107 F.2d 86. 


In none of these cases, unlike the case before us, was the address of 
the erroneous payee set forth on the face of the check. Each of the 
checks here involved was made payable to “The Nelson Company, 
1110 Division Street, Baltimore 1, Maryland,” which was the correct 
address of The Nelson Company No. 1. The checks, through the address 
which followed the name of the payee on the face of each instrument, 
identified The Nelson Company No. 1 as the person to whom payment 
was to be made and directed the drawee bank to make payments to 
The Nelson Company of that address. While the Martin Company, as a 
matter of internal decision, intended to make payment to The Nelson 
Company No. 2, the action which it took, insofar as the Bank was 
concerned, was directly contrary to that intent. That action was more 
than the negilgence considered by the courts in the cases above referred 
to, for in each of those cases the payee was designated only by name 
and not by address. In those cases it was only the mismailing of the 
checks which was erroneous; but in the present case the payee was 
designated by address, and the address was that of the person who 
indorsed the checks and received the proceeds. In the cases above cited, 
inquiry by the drawee bank might have disclosed that the person who 
indorsed the check, while bearing the same name as the intended 
payee, was not in fact the person whom the drawer intended to be paid. 
In this case, payment by the Bank to any person other than The Nelson 
Company No. 1 would have been inconsistent and in conflict with the 
designation of the payee on the face of the checks. Each of the checks 
was indorsed by The Nelson Company No. 1 in the manner in which 
the check was made payable, that is, with the Division Street address 
included as part of the indorsement. A similar check to that company 
had been drawn by the Martin Company on the Bank in the preceding 
year, properly indorsed and duly charged to the Martin Company's 
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account. In honoring the indorsements made, the Bank was only 
complying with the direction given to it on the face of the checks them- 
selves. 

The facts here are far stronger on behalf of the drawee Bank than 
were the facts in Citizens’ Union National Bank v. Terrell, supra, and S. 
Weisberger Co. v. Savings Bank, supra. We do not decide whether 
we would follow the holding in those cases if the checks here involved 
had been made payable only to “The Nelson Company,” and mailed to 
the Division Street address, without that address having been incor- 
porated on the face of the checks in the designation of the payee. The 
facts before us, in our judgment, preclude the setting up of the forgery, 
because of the identification of the payee by address as well as by name. 

The appellant contends that even though the Martin Company were 
negligent, its negligence does not preclude recovery because the negli- 
gence was not the proximate cause of the loss, citing Home Indemnity 
Co. v. State Bank of Fort Dodge, 288 Iowa 108, 8 N.W.2d 757, and 
B. F. Saul Co. v. Rich Wine and Liquor Co., D.C.Mun.App., 120 A.2d 
208. In Home Indemnity Co. v. State Bank of Fort Dodge, supra, the 
forgery was the act of an employee of the drawer whom it knew when 
it hired him to have been a convicted forger. The Court held that the 
negligence of the drawer was not the proximate cause of the loss 
sustained by the drawee bank because of the intervening causes of the 
forgery by the wrongdoer and the negligence of the bank in cashing 
the check. In B. F. Saul Co. v. Rich Wine and Liquor Co., supra, the 
Court held that any negligence of the drawer in entrusting checks to 
an employee who forged checks on a padded payroll did not preclude 
the drawer from asserting the forgery. These cases and other authorities 
cited by the appellant on analogous facts differ from the case before 
us, for here the Bank paid the checks to the only person to whom by 
the Martin Company’s unequivocal direction payment could have prop- 
erly been made. This was not mere laxity in the conduct of the Martin 
Company’s business affairs which, the appellant contends, would not 
be sufficient to preclude it from recovery against the drawee Bank 
claiming a forged indorsement. Here, whatever the reason for the 
Martin Company’s mistake may have been, it not only sent the check 
to The Nelson Company No. 1 but by adding the address of that 
company to the name of The Nelson Company, designated and limited 
the payee to The Nelson Company at that address. The Bank could not 
properiy have disregarded the Martin Company’s express direction. The 
situation is analogous to one in which a drawer mistakenly makes out a 
check in an amount larger than it intends, and the payee indorses and 
presents the check for payment; the drawee bank, if it has received no 
notice of the error, and if there are sufficient funds in the drawer’s 
account, is under the contractual duty to honor the check in the amount 
set forth on its face. 
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The appellant further contends that the lower court should have 
submitted to a jury the question of whether or not, on the facts, the 
Martin Company’s conduct amounts to estoppel. It argues that in cash- 
ing the checks, the Bank may have relied, not upon the payee’s indorse- 
ments, but upon the subsequent guaranteeing indorsements of the 
forwarding banks, and that if the jury should so find, the appellant 
would not be precluded from setting up the forgery. This contention 
would have weight were it not for the fact that the Martin Company, 
by the form it used in designating the payee, directed the Bank to pay 
that payee, The Nelson Company No. 1, and that because of the specific 
direction, the Bank was obligated to pay the checks upon the indorse- 
ments. 


It is true that estoppel is based upon reliance upon the conduct or 
silence of the person estopped. Fitch v. Double “U” Sales Corp., 212 
Md. 324, 388—339, 129 A.2d 98; Hardy v. Chesapeake Bank, 51 Md. 562. 
However, in some circumstances, the law looks only to the acts of the 
parties and imposes obligations and recognizes rights, irrespective of 
individual motivation or intent. In determining what are the require- 
ments of a contract, the law, not the parties, fixes the requirements of 
a legal obligation. Ray v. William G. Eurise & Bros., 201 Md. 115, 126— 
127, 93 A.2d 272; Williston on Contracts, 8rd Ed., Sec. 21. If the act 
of one party to a contract gives the other a legal defense to the perform- 
ance of his contractual obligation, the latter can rely upon that defense 
even though he was ignorant of it and failed to perform for a different 
reason. College Point Boat Co. v. U.S., 267 U.S. 12, 45 S.Ct. 199, 69 
L.Ed. 490; Restatement of the Law, 1 Contracts, Section 278. If a deposi- 
tor fails within a reasonable time to notify the bank of a forgery, the 
law assumes injury to the drawee from the drawer’s delay, and will not 
consider whether the drawer did or did not sustain injury in fact. 
Union Trust Co. v. Soble, supra, 192 Md. at page 438, 64 A.2d 744. On 
the undisputed facts before us, the law does not require the Bank to 
prove why it performed its obligation to pay the checks to the desig- 
nated payee according to their express terms. 


The appellant refers to the fact that two of the checks which the 
Bank honored were indorsed “The Nelson-Fox Co.”, with the name “Fox” 
blocked out. It does not, and could not, contend that the rectified 
indorsement was improper. Inquiry by the Bank only would have dis- 
closed that the designated payee was The Nelson Company, as the 
corrected indorsement set forth, that it was located at the address given 
on the face of the check, and that a previous check of the Martin 
Company to that payee had been indorsed and charged to the Martin 
Company’s account without question. 


In view of our holding that the appellant is precluded from setting 
up the forgery because of the manner in which the checks were made 
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out, it is unnecessary to consider the additional holding of the lower 
court that the appellant is also precluded by its failure promptly to call 
the forgeries to the Bank's attention. Nor, in view of our holding, do 
we reach the contention of the Bank, made both below and in the 
argument before us, that the insurance policy under which the appellant 
paid the Bank also indemnifies the Bank, and that therefore the appel- 
lant, by its contract of insurance, has deprived itself of any right it 
might otherwise have to bring this suit. 
Judgment affirmed, with costs. 





Bank Justified in Retaining Collateral 


An insurance company in Delaware opened a deposit ac- 
count with a New York bank. Subsequently it borrowed $490,- 
000 from the bank, putting up Treasury and various municipal 
bonds as collateral. In May, 1951, the insurance company 
borrowed $50,000 more and executed a new note for $540,000. 
On July 16, 1951, it borrowed an additional $100,000, executed 
another note in this amount and put up $100,000 Port Authority 
Bonds and $100,000 New York City Housing Authority Bonds 
as collateral. By the terms of the July note, the $200,000 of 
bonds was to stand as security for the payment of the $100,000 
July note “and of all other liabilities” of the borrower. 


On July 26, 1951, the company instructed the bank to sell 
the $100,000 Port Authority Bonds and to apply the proceeds 
to retire the July loan. After doing this, the bank retained 
the $100,000 Housing Authority Bonds as security for the earlier 
loan which at the time remained unpaid to the extent of $412,- 
000. 

Suit was brought by the receiver of the insurance company 
who took the position that he was entitled to recover the $100,- 
000 Housing Authority bonds either because the bank had 
converted the bonds or because the pledge of the bonds con- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 141. 
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stituted a voidable fraudulent conveyance under New York 
Debtor and Creditor Law. 

In ruling for the bank on both counts, the court reasoned 
that the bank had acted in good faith in accepting the bonds 
as collateral, that they were given for value and that the bank 
acted in accordance with the terms of the note agreements. 
Troll v. Chase National Bank of New York, United States Court 
of Appeals, Second Circuit, 257 F.2d 825. The opinion of the 
court is as follows: 


LUMBARD, C.J.—This is an appeal from a judgment of the District 
Court for the Southern District of New York, entered after a trial before 
Judge Ryan sitting without a jury, dismissing the complaint and granting 
judgment for the defendant. 

The plaintiff is a receiver appointed by the Chancery Court of 
Delaware in an action brought by the Attorney General of Delaware for 
the liquidation of the Eastern Insurance Company. After qualifying, the 
receiver was expressly authorized on March 8, 1954, by the Delaware 
Court to bring this action. The defendant was, at the times complained 
of, a national bank, but on March $1, 1955 it merged with the Bank of 
Manhattan Company and became The Chase Manhattan Bank, a New 
York corporation. Jurisdiction of the federal courts was invoked by 
reason of diverse citizenship. 

By this action the plaintiff seeks to recover certain bonds which 
Eastern put up as collateral for two loans extended by the Chase bank. 
Two theories of recovery are advanced by the plaintiff, (1) that the 
bank converted the bonds, and (2) that the pledge constituted a void- 
able fraudulent conveyance under New York Debtor and Creditor Law, 
McKinney’s Consol.Laws, c. 12, § 270 et seq. 

On January 10, 1951, Eastern, which had not previously done busi- 
ness with Chase, opened a deposit account with Chase with an initial 
deposit of $290,308.34. Copies of corporate resolutions in the usual 
form designating the officers authorized to make withdrawals and loans 
on Eastern’s behalf were filed with Chase on January 12, 1951. There- 
after the bank received for Eastern, United States Treasury Bonds in 
face amount of $275,000 against payment out of the insurance company’s 
account. The bonds were held in a “safekeeping” or custodian account. 

In the early part of March 1951, Chase was approached by Joseph 
N. Boland, the accountant for Eastern, to ascertain whether the Chase 
bank would loan money to Eastern, assertedly for funds needed in its 
business. Eastern then applied for a loan of $490,000 and as security 
proffered $500,000 face amount New York City Housing Authority 2% 
Bonds (due from 1998 to 2001) and the $275,000 face amount United 











BANK RETAINS COLLATERAL 151 
States Treasury Bonds previously deposited in the custodian account. 
The loan application was approved and Eastern then delivered to Chase 
a duly executed demand note for $490,000 together with authorizing 
corporate resolutions. Chase paid the $490,000 to a stockbroker for the 
$500,000 New York City Housing Authority Bonds which Chase then 
retained. 

On May 24, 1951 Eastern borrowed an additional $50,000 from Chase 
and executed a new demand note for $540,000 the total then owed. 

Following this, on July 16, 1951, Eastern borrowed an additional 
$100,000 from Chase and executed a separate demand note and deposited 
with Chase on July 26 additional collateral of $100,000 Port Authority 
Bonds and $100,000 New York City Housing Authority 21/,% Bonds 
due in 1996. This collateral by the terms of the note was to stand as 
security for the payment of “. . . this note and of all other liabilities” 
of Eastern. The term “liabilities” was thereafter defined as including 


“any and all indebtedness, notes . . . and liabilities of any kind .. . 
now or hereafter existing . . . and whether heretofore or hereafter 
incurred.” 


On July 26, 1951 Eastern instructed Chase to sell the $100,000 Port 
Authority Bonds and apply the proceeds in payment of the July 16, 
1951 note for $100,000. This was done and the loan was paid in full. 
Chase continued to hold the remaining collateral, the $100,000 Housing 
Authority Bonds, as security for the May 24 loan, which at the time of 
trial remained unpaid to the extent of $412,123.91. The application of 
the $100,000 Housing Authority Bonds to the collateral pledged for re- 
payment of the May note was pursuant to the express contract provision 
noted above and the definition of security in the May and July notes. 
The term “security” was therein defined to include any property owned 
by Eastern “which [has] been or at any time shall be delivered to or 
otherwise come into the possession . . . of the Bank.” 

Although in the district court the plaintiff attempted to secure the 
return both of the Treasury Bonds and the New York City Housing 
Authority Bonds, he has limited his claim on appeal to the question 
of the legality of Chase’s retention of the $100,000 Housing Authority 
Bonds as collateral. 

In attempting to make out a conversion the plaintiff advances the 
ingenious argument that Eastern was insolvent when the bank retained 
the $100,000 Housing Authority Bonds as collateral for the May note 
after the July note was paid and that in so doing Chase unlawfully 
converted the bonds because the general property rights to them had 
passed to the creditors of insolvent Eastern under the New York “Trust 
Fund Doctrine.” We cannot agree that there was an illegal conversion 
under such a doctrine or any other theory. 

While the exact meaning and limits of the New York “trust fund” 
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doctrine are unclear, the doctrine has never been applied against a 
good faith purchaser for value. Cf. Barr & Creelman Mill & Plumbing 
Supply Co. v. Zoller, 2 Cir., 1940, 109 F.2d 924; Reif v. Equitable Life 
Assurance Society, 1935, 268 N.Y. 269, 276, 197 N.E. 278, 100 A.L.R. 
55. The theory that the assets of a corporation constitute a “trust fund” 
for its creditors on insolvency has been used in actions brought against 
directors of the insolvent corporation [e.g. New York Credit Men’s 
Adjustment Bureau v. Weiss, 1953, 305 N.Y. 1, 110 N.E.2d 897; New York 
Stock Corporation Law, McKinney’s Consol.Laws, c. 59, §§15, 60}; 
stockholders who diverted corporate funds [e.g. Trotter v. Listman, 
1913, 209 N.Y. 174, 102 N.E. 575; New York Stock Corporation Law, 
§ 15] and third parties who took a conveyance from an insolvent cor- 
poration with knowledge of the insolvency [e.g. Ward v. City Trust Co., 
1908, 192 N.Y. 61, 84 N.E. 585; Stefanzyn v. Brooklyn Nat. Bank of New 
York, 1st Dept. 1987, 251 App.Div. 259, 296 N.Y.S. 160; New York 
Stock Corporation Law, § 15]. 

It is clear, however, that the trust fun doctrine has no application to a 
transferee who takes in good faith and for value. Cole v. Millerton Iron 
Co., 1892, 1383 N.Y. 164, 168, 30 N.E. 847; Reif v. Equitable Life Assurance 
Society, supra; Barr & Creelman Mill & Plumbing Supply Co. v. Zoller, 
supra. 

The crucial issues, therefore, determinative of both of the theories 
of recovery advanced by the plaintiff, are whether Chase was acting in 
good faith and whether value was given by the bank. 

It is clear that Chase had no actual knowledge of any insolvency 
on the part of Eastern. Chase was acting under an express contract 
right in holding the security deposited for the payment of Eastern’s 
indebtedness. See In Matter of Towns Paint Co., County Ct.1942, 179 
Misc. 813, 817, 39 N.Y.S.2d 585; note 69 A.L.R. 912. 

Nor did the facts put Chase on notice of Eastern’s insolvency. We 
conclude that the finding of the district court that the facts did not 
disclose any “warning flag to put [Chase] on notice .. . [or] to cause a 
prudent and reliable lending institution to withhold extending credit” 
is clearly correct and indeed is the only permissible inference which 
could have been drawn from the facts. 

There is no principle of law or logic which would require a com- 
mercial bank to investigate the books of a borrower who fully secures 
a loan. Absent circumstances which would place a bank on notice that 
a prospective borrower may in fact be insolvent, it would be an absurd 
restriction on the extension of credit and the banking business to expect 


1 It should be noted at this point that there was no finding by the district court 
that the Eastern Insurance Company was insolvent at any of the times complained 
of. In any event, our disposition of the case makes it unnecessary to determine 
the admissibility or weight of the evidence offered to prove such insolvency. 
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a commercial bank to conduct such a preliminary examination of a 
borrower where the loan is to be amply secured. 

And even had the bank made such an investigation, no showing has 
been made that it would have discovered any insolvency. Mr. Staubitzer, 
upon whose testimony the plaintiff sought to prove that the claims 
reserves kept by the insurance company were grossly insufficient, spent 
almost two months, as an expert on such matters, examining the records 
of the company and the individual files of a few thousand cases. Even 
so, Mr. Staubitzer’s testimony was but a post hoc expression of opinion 
based, by his own admission, on subsequent payment of claims and 
considered in the light of subsequent events. 

We come, therefore, to the question of consideration. On July 16, 
1951, the date on which the Housing Authority Bonds were delivered 
to the Chase bank by Eastern, it is clear that the additional loan of 
$100,000 was sufficient consideration for the deposit of the additional 
securities. The deposit of these securities was governed by the terms 
of the note and thus the securities were also collateral for the earlier 
loan which was still unpaid. It is immaterial that Chase did not per- 
form until July 26 the mechanics of making entries that the bonds were 
collateral for the earlier note as well as the new note as Chase had the 
right to do so at all times. 

We have a further question whether under the law of New York 
the debt of $540,000 was “disproportionately small as compared with 
the value” of the pledged bonds. Section 272 of the New York Debtor 
and Creditor Law reads in part: 


“Fair consideration is given for property .. . 

“(b) When such property, or obligation is received in 
good faith to secure a present advance or antecedent debt in 
amount not disproportionately small as compared with the value 
of the property, or obligation obtained.” 


Here the transaction whereby Chase transferred the collateral from one 
note to the other may be construed as receiving property as security 
for an antecedent debt. The question then is whether the debt was 
“disproportionately small as compared with the value of the property.” 

The value of the securities pledged to repay the loan was not dis- 
proportionately large as compared with the amount of the loan. At the 
time Chase retained the $100,000 Housing Authority Bonds as collateral 
for the unpaid May note, Eastern owed $540,000 to Chase. At this 
time the face value of all the bonds held as collateral was $875,000, 
but the market value on July 26, 1951 was only $776,500 due to a drop 
in bond prices. The record shows that the market value of the 
$500,000 Housing Authority Bonds purchased in March of 1951 dropped 
from 98 to around 75 six months later in September. Obviously the 
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value of the property pledged was not disproportionate to the debt. | qt 
See Epstein v. Goldstein, 2 Cir., 1989, 107 F.2d 755, where this Court its 
found that a pledge of 52% more than the debt was not disproportionate m 
under the New York statute. Here the pledge was worth 43% above [ 
the debt. Z 
While the district judge did not make findings with respect to § 272 Ww 
of the New York Debtor and Creditor Law, the record before us permits | B 
of no other conclusion than that, on all the circumstances, there was is 


fair consideration for the pledge of the $100,000 Housing Authority 
Bonds. 

The record amply supports the conclusion of the district judge that th 
Chase did not unlawfully convert the bonds. It is also clear that there Se 


was fair consideration for the pledge of the bonds. For the reasons be 

indicated in the course of this opinion, it is unnecessary for us to pass he 
on the alleged errors pertaining to the reception of evidence. 

The judgment of the district court is affirmed. 
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“Services” Exemption of Bank Holding Company | » 
Act Interpreted by FRB P 


The Board of Governors of the Federal Reserve System has tr 
recently set forth its interpretation of Section 4 (c) (1) of the in 
Bank Holding Company Act which, in part, exempts from the m 
non-banking divestment requirements of Section 4 (a) of the cl 
Act shares of a company engaged solely in furnishing services : 


to or performing services for its bank holding company or 
subsidiary banks of its bank holding company. in 


The Board ruled that Corporation X, a non-banking sub- 


sidiary of a bank holding company, did not qualify under the % 
exemption because its principal function was to purchase in- th 
stallment paper and resell it at cost, without recourse to bank- | 
ing subsidiaries of a bank holding company. Another non- m 


banking subsidiary of a different bank holding company did 
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qualify under the exemption however, since it was found that 
its functions of investigating credit risks, soliciting business, 
making collections and aiding its parent in related activities 
were actually services of a non-financial nature and therefore 
were those covered by Section 4 (c) (1). Federal Reserve 
Bulletin, April 1958, p. 431. The report of the Board’s opinion 
is as follows: 


Section 4(c)(1) of the Bank Holding Company Act, among other 
things, exempts from the non-banking divestment requirements of 
Section 4(a) of the Act shares of a company engaged “solely in the 
business of furnishing services to or performing services for” its bank 
holding company or subsidiary banks thereof. 

The Board of Governors has had occasion to express opinions as 
to whether this section of law applies to the following two sets of facts: 

(1) In the first case, Corporation X, a non-banking subsidiary of 
a bank holding company (Holding Company A), was engaged in the 
business of purchasing instalment paper suitable for investment by 
banking subsidiaries of Holding Company A. All instalment paper 
purchased by Corporation X was sold by it to a bank which is a sub- 
sidiary of Holding Company A, without recourse, at a price equal to the 
cost of the instalment paper to Corporation X, and with compensation 
to the latter based on the earnings from such paper remaining after 
certain reserves, expenses, and charges. The subsidiary bank sold 
participations in such instalment paper to the other affiliated banks of 
Holding Company A which desired to participate. Purchases by Cor- 
poration X consisted mainly of paper insured under Title I of the 
National Housing Act and, in addition, Corporation X purchased time 
payment contracts covering sales of appliances by dealers under con- 
tractual arrangements with utilities, as well as paper covering home 
improvements which was not insured. Pursuant to certain service agree- 
ments, Corporation X made all collections, enforced guaranties, filed 
claims under Title I insurance and performed other services for the 
affiliated banks. Also Corporation X rendered to banking subsidiaries 
of Holding Company A various accounting, statistical and advisory ser- 
vices such as payroll, life insurance and budget loan instalment account- 
ing. 
(2) In the second case, Corporation Y, a non-banking subsidiary 
of a bank holding company (Holding Company B, which was also a 
bank), solicited business on behalf of Holding Company B from dealers 
throughout several adjoining or contiguous States, who made time sales 
and desired to convert their time sales paper into cash; but Corporation Y 
made no loans or purchases of sales contracts and did not discount or 
advance money for time sales obligations. Corporation Y investigated 
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credit standings of purchasers obligated on time sale contracts to be 
acquired by Holding Company B. Corporation Y received from dealers 
the papers offered by them and inspected such papers to see that they 
were in order, and transmitted to Holding Company B for its deter- 
mination to purchase, including, in some cases, issuance of drafts in 
favor of dealers in order to facilitate their prompt receipt of payment 
for instalment paper purchased by Holding Company B. Corporation 
Y made collections of delinquent paper or delinquent instalments, which 
sometimes involved repossession and resale of the automobile or other 
property which secured the paper. Also, upon request of purchasers 
obligated on paper held by Holding Company B, Corporation Y trans- 
mitted instalment payments to Holding Company B. Holding Company 
B reimbursed Corporation Y for its actual costs and expenses in perform- 
ing the services mentioned above, including the salaries and wages of 
all Corporation Y officers and employees. 

While the term “services” is sometimes used in a broad and general 
sense, the legislative history of the Bank Holding Company Act indicates 
that in Section 4(c)(1) the word was meant to be somewhat more 
limited in its application. An early version of the bill specifically 
exempted companies engaged in serving the bank holding company and 
its subsidiary banks in “auditing, appraising, investment counseling.” 
The statute as finally enacted does not expressly mention any specific 
type of servicing activity for exemption. In recommending the change, 
the Senate Banking and Currency Committee stated that the types 
of services contemplated are “in the fields of advertising, public relations, 
developing new business, organization, operations, preparing tax returns, 
personnel, and many others,” which indicates that latitude should be 
given to the range of activities contemplated by this section beyond 
those specifically set forth in the early draft of the bill. (84th Cong., 2d 
Sess., Senate Report 1095, Part 2, p. 3.) It nevertheless seems evident 
that Congress intended such services to be types of activities generally 
comparable to those mentioned above from the early bill (“auditing, 
appraising, investment counseling”) and in the excerpt from the Com- 
mittee Report on the later bill (“advertising, public relations, developing 
new business, organization, operations, preparing tax returns, personnel, 
and many others”). This legislative history and the context in which 
the term “services” is used in Section 4(c)(1) seem to suggest that 
the term was in general intended to refer to servicing operations which 
a bank could carry on itself, but which the bank or its holding company 
chooses to have done through another organization. Moreover, the 
report of the Senate Banking and Currency Committee indicated that 
the types of servicing permitted under Section 4(c)(1) are to be dis- 
tinguished from activities of a “financial, fiduciary, or insurance nature,” 
such as those which might be considered for possible exemption under 
Section 4(c)(6) of the Act. 





BANK HOLDING COMPANY ACT 157 


With respect to the first set of facts, the Board expressed the opinion 
that certain of the activities of Corporation X, such as the accounting, 
statistical and advisory services referred to above, may be within the 
range of servicing activities contemplated by Section 4(c)(1), but that 
this would not appear to be the case with the main activity of Corpora- 
tion X, which was the purchase of instalment paper and the resale of 
such paper at cost, without recourse, to banking subsidiaries of Holding 
Company A. This latter and basic activity of Corporation X appeared 
to involve essentially a financial relationship between it and the banking 
subsidiaries of Holding Company A and appeared beyond the category 
of servicing exemptions contemplated by Section 4(c)(1) of the Act. 
Accordingly, it was the Board’s view that Corporation X could not 
be regarded as qualifying under Section 4(c)(1) as a company engaged 
“solely in the business of furnishing services to or performing services 
for” Holding Company A or subsidiary banks thereof. 

With respect to the second set of facts, the Board expressed the 
opinion that some of the activities engaged in by Corporation Y were 
clearly within the range of servicing activities contemplated by Section 
4(c)(1). There was some question as to whether or not some of the 
other activities of Corporation Y mentioned above could meet the test, 
but on balance, it seemed that all such activities probably were activities 
in which Holding Company B, which as already indicated was a bank, 
could itself engage, at the present locations of Corporation Y, without 
being engaged in the operation of bank branches at those locations. In 
the circumstances, while the question was not free from doubt, the 
Board expressed the opinion that the activities of Corporation Y were 
those of a company engaged “solely in the business of furnishing ser- 
vices to or performing services for” Holding Company B within the 
meaning of Section 4(c) (1) of the Act, and that, accordingly, the control 
by Holding Company B of shares in Corporation Y was exempted under 
that section. 


BORROWER'S DISCHARGE IN BANKRUPTCY UPHELD 


Seybold Finance Service, Inc. v. Schwaner, Court of Appeals of Louisiana, 
102 So.2d 317 


A lender was not permitted to recover on notes given by a 
borrower who was subsequently discharged in bankruptcy 
because the court found that although the borrower’s financial 
statement was incomplete, it had not been relied upon by the 
lender at the time of making the loan. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 825. 





FEDERAL BANKING LAWS 
By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 
and the regulation of banks by supervisory agencies. 


Legislation 


Mr. Coffin has introduced a bill (H.R. 86) which would 
amend section 24 of the Federal Reserve Act to provide that 
the existing restrictions on the amount and maturity of real 
estate loans made by national banks shall not apply to certain 
loans which are guaranteed or insured by a state or a state 
authority. 

Again this session Mr. Multer has introduced a bill (H.R. 
1036) which provides for the establishment of national mutual 
savings banks. The bill provides that the banks shall be under 
the direction and supervision of the Federal Home Loan Bank 
Board and cites as its purposes “to make available throughout 
the Nation the benefits which have heretofore been enjoyed 
by residents of those States where mutual savings banks now 
exist, to promote thrift and accumulate savings, and to mobolize 
savings for productive but conservative investment and more 
particularly to supply funds for the capital requirements of 
housing and home financing.” It sets forth certain factors to 
be considered by the Board before granting a charter; provides 
that there shall be no capital stock; that the banks shall be 
managed and controlled by a board of trustees, named in the 
charter or elected from time to time by the trustees so named; 
shall accept deposits only upon condition that the bank may 
at any time require from all depositors a notice of sixty days 
before repaying deposits; except in accounts of governments, 
governmental or public agencies and departments, and nonprofit 
organizations or funds, the maximum deposits in any account 
shall not exceed $25,000; no deposits shall be received from 
business corporations. It further provides that any bank or- 
ganized pursuant to this Act by conversion from a savings and 
loan association may retain all accounts previously authorized 
by law, but shall accept no new ones or additional deposits ex- 
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cept as permitted by the Act; that no corporation, partnership, 
or business, and no commercial bank shall be permitted to 
organize a bank under this Act; that all earnings of such banks, 
except for such reserves as may be deemed necessary by the 
trustees or required by regulation of the Home Loan Bank 
Board, shall be distributed to the depositors in accordance with 
the regulations of said Board; and that the Board shall have 
the power to fix the minimum assets and surplus to be required 
of such banks at all times, including the amounts and the nature 
of the investments in which they shall be maintained. 


It also provides that the funds of such banks shall be in- 
vested subject to rules, regulations and limitations of the Board; 
sets forth limitations for obligations secured by liens on real 
property; provides a minimum reserve equal to not less than 4 
per centum and not more than 8 per centum of deposits, which 
reserve may be held in cash or invested in obligations of the 
United States maturing within one year. Each such bank may 
establish and operate one or more branches, subject to such 
conditions as the said board may prescribe or as may be imposed 
by law of any state upon the establishment or operation of 
branches by financial institutions. Before transacting any busi- 
ness each bank shall have received deposits in such sum as 
may be required by the Board, but aggregating not less than 
$100,000; such deposits shall bear interest semiannually at a 
rate equal to the lowest rediscount rate in effect at the Federal 
Reserve bank in the district wherein it is located; such initial 
deposits may be repaid at such time as the assets of the bank 
shall exceed its liabilities by not less than the aggregate amount 
of the initial deposits; and the deposits in each such bank shall 
be insured by the Federal Deposit Insurance Corporation upon 
the terms and conditions provided by the Federal Deposit 
Insurance Act. 


Any mutual savings bank organized under the laws of any 
state of the United States may, if the laws of the state of its 
organization permit, convert itself into a national mutual sav- 
ings bank by a vote of two-thirds of its directors or trustees. 
Any federal savings and loan association established pursuant 
to section 5 of the Home Owners Loan Act of 1933, as amended, 
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may apply to convert by a vote of 51 per centum of all votes 
cast in person or by proxy at a special meeting called for such 
purpose. Any savings and loan association, building and loan 
association, cooperative bank, or other savings and loan type 
institution organized under the laws of any state of the United 
States may apply to convert itself into a national mutual savings 
bank if the laws of the state of its organization permit, pro- 
vided the interests therein other than withdrawable accounts 
and deposits have been terminated so as to comply with all 
applicable laws. 

All provisions of law applicable to the organization and 
operation of national banks and branches thereof shall apply 
with equal force to savings banks organized pursuant to the 
Act, except as otherwise provided in the Act. 

The bill also makes provision for the conversion of a national 
savings bank into a state mutual savings bank; for the merger 
of such institutions; for the manner, purpose and limitations of 
bank borrowings, expenses, payment of dividends, and absorb- 
ing of losses; for the creation of a surplus; for the examination 
of such banks; and for the enforcement of the provisions of the 
Act by the Federal Home Loan Bank Board. 

Mr. Multer also introduced a bill (H.R. 1038) which would 
make lists of shareholders of national banks available for in- 
spection by committees of Congress, and a bill (H.R. 1045) to 
amend the Federal Reserve Act to require United States obli- 
gations to be sold at not less than par value. 

Mr. Rains introduced a bill (H.R. 2424) to prohibit banks 
insured under the Federal Deposit Insurance Act from engaging 
in the business of offering planned vacation tours, making hotel 
reservations or other travel arrangements, furnishing guides or 
other assistance in connection with such tours or arrangements, 
selling tickets for the transportation of persons or property, or 
otherwise acting as a travel agency. 

Mr. Patman introduced a bill (H.R. 2790) to increase to 
twelve the number of members of the Board of Governors of 
the Federal Reserve System, to provide that their terms of 
office shall be six years, and to transfer all personnel, property, 
records and unexpended balances of appropriations of the 
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Federal Open Market Committee to the Board of Governors 
of the Federal Reserve System. 

Mr. Curtis has again introduced a bill (H.R. 3149) to in- 
crease taxes of savings and loan associations and mutual sav- 
ings banks. He proposes to do this by changing the applicable 
percentage in the determination of bad debt reserves from 12 
per cent to 5 per cent. He omitted from this bill a section in 
his previous bill which provided that “no amounts in excess of 
3% of the withdrawable accounts shall be deductible.” 


Board of Governors of the Federal Reserve System 


An inquiry was received by the Board as to whether “sales 
of Federal funds, at current rates of interest, between bank 
subsidiaries of a holding company would constitute loans or 
extensions of credit within the purview of Section 6(a)(4) of 
the Bank Holding Company Act, which forbids a bank “to 
make any loan, discount or extension of credit to a bank holding 
company of which it is a subsidiary or to any other subsidiary 
of such bank holding company.” 

The Board stated that since 1930 the Federal Reserve 
System and other bank supervisory authorities have regarded 
such inter-bank transfers of Federal Reserve credit as loans, 
and the Board finds no reason to infer that these transactions 
have a different status under the Holding Company Act. The 
Board states its opinion that a sale of Federal funds would 
constitute a prohibited “loan” or “extension of credit” under 
Section 6(a) (4). 

The Board also expressed the view that sales of Federal 
funds are not exempted from the prohibitions of Section 6(2) 
by the following provisions of the last paragraph of that sub- 
section: 


“noninterest-bearing deposits to the credit of a bank shall 
not be deemed to be a Joan or advance to the bank of deposit. . .” 


It pointed out that the 1930 ruling clearly indicated that funds 
so transferred are not deposits in the “purchasing” bank and the 
quoted exception would not exempt Federal-funds transactions 
even if such transactions were on a non-interest-bearing basis. 
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The Board amended Regulations G, H, I, J and U to reflect 
statehood of Alaska, Regulation G designating Guam as being 
in or of the Twelfth Federal Reserve District for the collection 
of noncash items payable in such area, and Regulation J for 
checks drawn on nonmember par-remitting banks located there- 
in. 

The Board has given approval to Firstamerica Corporation 
taking over the California Bank of Los Angeles. Governor 
Robertson, in a strong seventeen-page dissent, said Congress 
did not expect that within three years after vesting in the 
Board the responsibility “to control the future expansion” of 
bank holding companies, the offspring of Transamerica would 
take over a 65-office, one-thousand-million-dollar bank in Cali- 


fornia. 


COURT RULES ACTION IS FORGERY 
In re Clemons 151 N.E.2d 553 
An Ohio court has ruled that one who with the intent to 
defraud draws a check on a bank where he does not have an 
account is guilty of forgery under Ohio Statute Rev. Code Anno. 
(1953) Sec. 2913.01. For similar decision see B.L.J. Digest 
(Fifth Edition), § 597. 





CHECKS AND NOTES 
FOR BANK TAX MEN 


By ALLAN J. PARKER of the New York Bar 


Monthly Report of New Developments and Comments 
affecting the Income Taxation of Banks 


Tax Liens and Levies—Place for Filing Notice of Lien 


Under I.R.C. Section 6823(a) a federal tax lien imposed 
by Section 6821 on all property or rights to property of a 
delinquent taxpayer is not valid as against any mortgagee, 
pledgee, purchaser, or judgment-creditor until notice thereof 
has been filed by the Commissioner in the office designated 
by state law in which the property subject to the lien is situated. 

One of the questions which arises under Section 6823 (a), 
supra, is where a bank or other interested person should look 
for such federal tax lien. In the case of real estate, of course, 
the answer is in the County Registry or other place provided 
for filing tax liens under state law. The question presented 
for decision in United States v. Delaware Trust Co., 58-2 
U.S.T.C. Par. 9907 (D. Del. 1958), is whether notice of a tax 
lien filed in the state of the taxpayer’s residence was effective 
to make such tax lien valid as against an assignee of the tax- 
payer's interest as beneficiary of a trust consisting of real 
property located in another state where notice of the lien was 
not filed. 

The court held that since the entire trust corpus was realty, 
the beneficiary’s interest would be regarded as a form of real 
estate, and the proper place of filing would be the location of 
the real property. The court indicated that the assignee or 
mortgagee is as a practical matter better protected by holding 
that he need only look at the registry or other records of the 
county where the real property is located. Moreover, said the 
court, the trustee is better protected by the adoption of this rule. 


What is a Bank, for Tax Purposes? 
Although for most purposes banks are taxed in the same 
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manner as other corporations, in a few respects they are given 
special treatment,—such as the special reserve for bad debts; 
(I.R.C. § 166), the availability of ordinary loss deductions on 
net losses from the sale or exchange of bonds, or other evidences 
of indebtedness (I.R.C. § 582(c)) and the tax exemption ac. 
corded to common trust funds maintained by a bank (I.R.C, 
§ 584). Accordingly, it sometimes becomes important to know 
whether a given organization is a “bank” for Federal income 
tax purposes. 

Under I.R.C. § 581 a bank is defined as a bank or trust 
company incorporated and doing business under the laws of 
the United States or any State or Territory thereof, a sub- 
stantial part of the business of which consists of receiving 
deposits and making loans and discounts, or of exercising 
fiduciary powers, and which is subject by law to supervision 
by State or Federal authority having supervision over banking 
institutions. 

An insurance company with fiduciary powers similar to 
those of national banks granted under § 11k of the Federal 
Reserve Act claimed that for tax purposes it was a “bank” 
and therefore its investment fund was exempt from taxes as 
a common trust fund. The Internal Revenue Service rejected 
this contention on the ground that even though a corporation 
might have the same powers as a national bank, unless it were 
subject to the supervision of state banking authorities, it does 
not qualify as a bank under § 581. Revenue Ruling 58-605, 
1958 I.R.B. 


Under Utah law an industrial loan corporation was held 
not to be a “bank” for excess profits tax purposes. An in- 
dustrial loan company of this nature sold certificates for the 
payment of money at 4% interest but bearing the legend “This 
is not a certificate of deposit”. The certificate could be re- 
deemed only on 80 days notice and then within the limitations 
provided in the certificate. Such companies are subject to 
regulations of the State Banking Commissioner, but depositors 
place their money in such corporation’s hands as investments, 
influenced largely by the promise of payment of a high rate of 
interest but with a higher concomitant risk than in the case of 
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bank deposits. Industrial loan companies cannot use the word 
“bank”; they cannot accept deposits, and are not eligible for 
Federal Deposit Insurance or to become members of the 
Federal Reserve system. Accordingly, they were held not to 
be banks and, therefore, for excess profits tax purposes amounts 
represented by certificates of indebtedness were “borrowed 
capital”. Jackson Finance and Thrift Co. v. Commissioner, 
58-2 U.S.T.C. 9901 (10th Cir. 1958). 


Insolvent Banks—Exemption from Tax 


Under I.R.C. § 7507(b) an insolvent bank is exempt from 
the payment of taxes where the payment of such taxes would 
diminish the assets necessary for the full payment of de- 
positors or where the depositors have a lien against the bank’s 
earnings. Where a bank was released from its liability to its 
depositors for 40% of the depositors’ claims and the depositors 
accepted, in lieu thereof, a lien upon the subsequent earnings 
of the bank, the assessment and collection of taxes would have 
reduced the payment to the former depositors in at least the 
amount of such taxes. Accordingly, the bank was entitled 
to exemption under the above section. First National Bank 
of Leipseic Company v. United States, 58-2 U.S.T.C. 9921 
(N.D. Ohio 1958). 


Tax Liens and Levies—Priority 
as Against Maritime Liens 

For those banks who may from time to time lend money on 
the security of a ship mortgage, the recently decided case of 
United States v. Jayne B. Corporation, 58-2 U.S.T.C. Par. 
9924 (D. Mass. 1958) is of considerable interest. The Ship 
Mortgage Act provides that a mortgage recorded under the 
Act “shall have priority over all claims against the vessel, ex- 
cept (1) preferred maritime liens and (2) expenses and fees 
allowed and costs taxed by the court”. 46 U.S.C.A. Sec. 
958(b). In the instant case, defendant purchased a ship which 
was subject to a ship mortgage and to certain maritime liens as 
for supplies, by paying part of the purchase price to the holders 
of the mortgages and liens. At the time of purchase, a notice 
of federal tax lien had been properly filed in the county and city 
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where the corporate owner of the vessel had its properly desig- 
nated place of business. If the property involved had been, 
say, a house which the seller had mortgaged after the filing of 
the federal tax lien, the mortgagee would not come within the 
protection of I.R.C. Sec. 6328(a) because the federal tax lien 
would have been filed prior to the recordation of his mortgage. 
However, a ship mortgage, the court held, is entitled to priority. 
A tax lien is clearly a non-maritime lien. Hence it is not 
entitled to priority over a subsequently recorded preferred 
ship mortgage. Similarly, an assignee of a maritime lien is 
entitled to priority over a federal tax lien even though the 
maritime lien arose after the tax lien was perfected. United 
States v. Flood, 247 F.2d 209 (1st Cir. 1957). 


Examination of Bank’s Books and 
Records—F oreign Branch Bank 


The records of a foreign branch of a bank whose principal 
office is in the United States are not so within the control of 
the main office in New York as to be subject to production 
under a summons served upon the bank by the Internal Revenue 
Service to produce its books and records relating to the ac- 
count of a given corporation which was under investigation by 
the Service. In re Harris, 27 F.Supp. 480 (S.D.N.Y. 1987) 
followed. Application of First National City Bank of New 
York, 58-2 U.S.T.C. 9895 (S.D.N.Y. 1958). 
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BANKING BRIEFS 


Digest of current decisions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions 





Minor Permitted to Disaffirm Sale Contract 
Doenges-Long Motors, Inc. v. Gillen, Colorado Supreme Court, August 18, 1958 


Where a minor disaffirmed a contract for the sale to him of a motor 
vehicle, the court permitted him to recover the money paid to the 
mortgagee-seller plus the reasonable value of the vehicle traded in, with 
interest on both sums, and the mortgagee-seller was entitled to the differ- 
ence between the value of the vehicle when sold and its value when 
returned, plus interest, but was not entitled to finance charges since they 
were the outgrowth of a disaffirmed contract. For similar decisions see 
B.L.J. Digest (Fifth Edition) § 362. 


Guarantors of Mortgage Notes Liable Despite Improper Filing 


Valley Stream National Bank & Trust Company v. Koenig, New York Supreme Court, 
August 27, 1958 

A mortgagee does not forfeit its rights to recover from the guarantors 
of mortgagee notes on the ground that the mortgage was filed in a county 
other than that of the principal place of business of the mortgagor 
where the mortgagee was found not to have been negligent and where 
the guarantors, who were officers of the mortgagor, were the ones who 
had misled the mortgagee into filing in the wrong county. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 870. 


Mortgagee Protected Despite Failure to File Under Inventory 
Mortgage Act 
The Exchange National Bank of Colorado v. Hough, United States Court of Appeals, 
Tenth Circuit, August I1, 1958 

A mortgagee’s lien against the trustee in bankruptcy of a mortgagor 
is valid despite the fact that the mortgage, which covered a stock of 
merchandise, was not filed as required by the Inventory Mortgage Act, 
because even after the enactment of this statute the general mortgage 
statute applied to give the mortgagee a valid lien. For similar decisions, 
see B.L.J. Digest (Fifth Edition) § 865. 
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Mortgagee Wins Malicious Prosecution Suit 
Rainis v. Sinicropi, New York Supreme Court, September 29, 1958 


A mortgagee was granted a summary judgment in a suit against 
the mortgagee for malicious prosecution of the mortgagor where it was 
shown that the mortgagee had probable cause to charge the mortgagor 
with fraudulently disposing of mortgaged property on the basis of a 
sworn statement of a third party, later repudiated at the mortgagor's 
arraignment, to the effect that the property had been given to the 
third party to satisfy a debt. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 1077. 


New Federal Statute Provides for Perfection of Security Interests 
in All States 


A recent amendment to the Interstate Commerce Act, which became 
effective January 1, 1959, provides for the perfection of security interests 
in the property of common carriers in all jurisdicitions. The Amendment 
stipulates that where a security interest in a motor vehicle of a common 
carrier is indicated on the certificate of title, or where no certificate of 
title has been issued but where the security interest has been recorded 
or perfected under state law of the principal place of business of the 
debtor carrier, “Then such security interest is perfected in all jurisdic- 
tions as to all general creditors of, and subsequent lien creditors of, 
and all subsequent purchasers from the debtor carrier.” Act of August 
23, 1958, Public Law 85-728, 72 Stat. 812, effective January 1, 1959. 
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BANKING LEGISLATIVE 
TRENDS IN THE STATES 


New legislative and regulatory developments elsewhere affecting 
small loan and finance companies, credit insurance, banking and related 
fields, such as reported from state capitals and municipalities throughout 
the country, include the following: 


ILLINOIS: Plans to introduce in the 1959 Illinois legislature a bill 
to authorize branch banking in the Chicago area were announced by 
Rep. Paul J. Randolph, Chicago Republican. 

His proposed legislation would authorize branch banking in Cook 
County and in an area within 15 miles of the city limits of Chicago. 

The matter of the location of new branches would be left to federal 
authorities in the case of national banks and to the Illinois State Director 
of Financial Institutions in the case of state banks. 

“Chicago clearly does not have enough banks to serve its population 
properly,” Randolph said. “While New York, Los Angeles, Detroit, 
and Philadelphia average one banking office for every 10,400 to 13,400 
citizens, the city of Chicago can claim only one banking office for every 
49,800 persons.” 

Illinois is one of 10 states which currently prohibit branch banking. 
To become law, the Randolph bill must be enacted by the state legisla- 
ture, then adopted by the electorate in the 1960 general election. The 
Illinois Bankers Association historically has opposed any move that 
would establish branch banking in the state. 


KANSAS: A suit filed by Kansas Attorney General John Anderson, 
Jr. more than a year ago against Commercial Credit Corp. for making 
allegedly illegal automobile financing charges terminated in December 
in Olathe in the court in which it started. 

The legal action, which indirectly resulted in the 1958 enactment of a 
new Kansas installment sales financing law, ended quietly in a journal 
entry of Johnson County District Court Judge Raymond H. Carr on a 
stipulated agreement between the parties involved. 

Fred McKee of Olathe, whose car trade started the incident, won 
a 1950 Oldsmobile free of extra charge. Then a 17-year-old youth 
serving in the Navy, McKee traded a 1950 Ford for a 1950 Oldsmobile 
in 1957 and agreed to pay a difference of $200. With added finance 
charges, he was notified that he owed a total of $415.52. Commercial 
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Credit Corp. bought the paper. This amount was held excessive by 
McKee, the state attorney general, and the court. 

The court order ending the case directed Commercial Credit to 
cancel the contract and make full restitution to McKee of any amounts 
he had paid. It also ordered that McKee should retain title to the 
auto clear of any claim by Commercial Credit. 

On hearing McKee’s initial complaint, Anderson filed an action to 
void the contract, then petitioned the court to appoint a receiver for 
Commercial Credit to check all its transactions for allegedly usurious 
interest charges. 

The court ruled that since the adoption by a special session of the 
Kansas legislature last April of a sales finance act and because Commer- 
cial Credit had qualified as a licensee, “the circumstances and conditions 
alleged . . . no longer exist and plaintiff's request for a permanent in- 
junction and appointment of a receiver should be denied.” 

A temporary injunction entered last March 19 also was vacated, 
with Commercial Credit ordered to pay the costs. 

Appearing in court to announce the agreement, Anderson was 
queried about the disposition of other cases in which witnesses claimed 
Commercial Credit had charged them excessively. He said that about 
eight other contracts also were voided. No entry was made because 
they were not a part of the McKee action, he added. 

The attorney general's suit threw into sharp relief the former absence 
of any Kansas law regulating time sales financing. Courts had upheld 
the right of a dealer to charge a different and higher price for a time 
sale, but held that the purchaser must be fully informed of the differ- 
ence. Observers said that Kansas firms had been careless about this. 

A sale that could not be established as a true time sale then came 
under the small loan act, which set rates above the legal maximum as 
ususry and provided for voiding the contract. Car dealers joined in 
requesting the special session of the Kansas legislature to define a true 
time sales contract and setting ceilings on the amounts that could be 
charged. 


MISSOURI: Support of Missouri merchants for the enactment of a 
state law regulating time payment rates in installment buying was 
urged by R. M. Langham, general credit manager of the Western Auto 
Supply Co., in addressing the Kansas City Retail Credit Association. 

Langham, a member of a steering committee that will present such 
a bill to the 1959 Missouri legislature, pointed out that historically the 
time-price differential, or the difference in cost between goods bought 
with cash and those purchased through time payments, has been sup- 
ported in the courts. 
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However, he said, in the last five years some courts have rejected 
the idea. While a decision has not been made by the Missouri Supreme 
Court, he said, Kansas and many other states already have passed laws 
regulating installment rates. 

“The current trend and court decisions,” he declared, “are away from 
the original theory of a time-price differential. 

The state attorney general's office has called for appropriate legisla- 
tion on time-payment rates, he added, with preliminary work on a rate- 
controlling bill nearly completed. 


NEW YORK: Hearings on a proposed permanent injunction against 
enforcement of a New York State Insurance Department regulation 
covering the use of credit insurance were postponed by the State 
Supreme Court in Albany to Jan. 9. 

The injunction action was brought by the Old Republic Life Insur- 
ance Co., of Springfield, Ill., against the insurance department’s Regula- 
tion 27A. 

As adopted by the department last fall, the regulation prescribes the 
conditions under which credit insurance rates will be approved; requires 
premium refunds when a debtor pays up in advance; guarantees the 
debtor the option of selecting an insurer of his own choice; requires all 
credit, life and accident and health insurance policies issued in the 
state to be filed and approved by the state insurance superintendent; 
prohibits denial of claims on the ground of pre-existing physical condi- 
tion; and requires full disclosure of relevant facts about the insurance. 

In their injunction suit, the two credit life insurance firms contend 
the department lacks statutory authority to issue the regulation and 
object to rate ceiling provisions and other parts of the measure. 

A department spokesman said other credit life insurance companies 
operating in the state have accepted the regulation. He also noted the 
department had issued a revision of the original regulation, which went 
into effect Dec. 5. In the revision the department cited the statutory 
authority for the regulation. 


TEXAS: In directing an all-time record crackdown on Texas small 
loan companies, State Attorney General Will Wilson asserted that the 
state needs better regulatory laws and urged consideration of such 
action by the 1959 Texas legislature. 

His views were expressed as 270 injunction suits were filed in a single 
day against $333 Texas loan companies. The suits seek to stop the firms 
from charging borrowers more than 10 per cent interest. Most of those 
sued, Wilson said, now collect 100 to 300 per cent. He advocated 
regulation through an agency of the state, as banks are now regulated. 
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This, he asserted, would be better than trying to prevent usury by 
injunction suits. 

Wilson told the press that “this is a terrifically hard way to enforce 
the law.” Despite the fact that more than 40 assistant attorneys general 
were working on the cases, he said they are unable to reach all alleged 
violators, particularly in smaller cities. 

Wilson personally directed surprise visits by 37 assistants to 89 loan 
companies in San Antonio. He scored usury as a “parasite” he intends 
to eliminate. Texas has been dubbed the “loan shark state” because of 
its righ-rate lenders. 

When Wilson took office in January, 1957, there were 1,400 loan 
companies operating in the state. This number, he estimates, has been 
reduced to about 1,000 by injunctions and mergers. Injunction suits 
previously were filed by the attorney general against 44 companies in 
Dallas and other cities. 

“It is most important to the economy of Texas,” he continued, “that 
the whole area of installment sales and small loans be examined by the 
legislature. I am hopeful that the incoming legislature will respond to 
the challenge and give the people of Texas a sound basis for installment 
credit.” 

He said his office had received hundreds of complaints from bor- 
rowers, mostly poor persons, who claim they have been exploited and 
abused by loan companies. 

By the end of 1959, he predicted, most small loan companies in 
Texas will be operating on the so-called “certificate plan,” which he said 
permits charges totaling 21 per cent a year. He has filed three cases 
testing the constitutionality of the certificate operation, with the 
first case to be set for trial in Austin in February. 

Interest charges above 10 per cent a year are forbidden by the 
Texas constitution. The certificate firms contend that their operation 
is a legal one, combining a loan and a savings plan. 

While the test cases are pending, Wilson said, he does not plan to 
seek injunctions against the certificate plan companies. These firms 
have 282 loan offices in the state. 

The firms cited in the other more recent suits operate under a 
“brokerage” system, in which the operator claims to charge mainly for 
arranging the loan rather than for the loan itself. Many of these firms, 
according to Wilson, turned to the “brokerage” idea after the present 
State Board of Insurance sharply reduced the amount they could charge 
for credit insurance. 

The certificate plan firms, Wilson asserted, “must serve as the bridge 
from the present to the future—the time when the legislature provides 
a remedy. These companies are supervised and examined by the State 
Banking Department.” 
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“We have a fine banking system in Texas,” he continued, “and I 
would urge our bankers to look into the advisability of expanding the 
. | small loan department of each bank in order to meet the needs of the 

people. 

“While many of the small loan companies have taken excessive risks 


d | ; 

. and have had to use cruel and unusual collection methods, our exam- 
ination of hundreds of these companies has convinced us that a great 

. proportion of the people borrowing from them are actually eligible for 


; | bank credit and would be far better off if they would do business with 
0 » 
a bank. 


WISCONSIN: Enactment of a limited branch banking bill will be 
sought in the 1959 Wisconsin legislature by a group of about 25 banks 
organized as the Better Banking Association of Wisconsin, Inc. 

The proposed legislation would authorize county-wide branch 
at privileges except for communities located on or near county lines. In 
he | such a case, the bank could avail itself of a 15-mile radius rule for 
establishing cross-county branches. 
nt | This point, which has been called “following depositors to the 

suburbs” or branch privileges for a bank’s “trade area,” also has been a 

motivating factor for liberalized branch privileges in Massachusetts and 
nd | New York. Branch banking is limited in these states to counties or 
' banking districts, and banks in some metropolitan centers say that 
artificial boundaries prevent them from serving former customers who 
id have moved to the suburbs. 
= Branch banking is prohibited in Wisconsin. Most smaller banks in 
he Milwaukee and the majority of the other banks in the state have opposed 
branch banking. 


he The proposed legislation would offer a measure of protection to 
- unit banks in smaller communities through its home office provisions, 

according to the association. Spokesmen said the bill would prevent 
to a bank from opening a branch office in another community of its home 
=. county in which one or more banks are located. If there was only one 


bank in a community, it might be merged into a branch system located 
within the same county. 


for Exceptions to the provisions would be branches located in a com- 
ns, munity in which there is only a branch office of another bank, provided 
at the State Commissioner of Banking approved. This section would not 


‘ge apply to counties with a population in excess of 500,000 (Milwaukee 
County). Banks in such counties would be allowed branches if other- 

ige wise approved. 

Jes The measure also would limit additional branches to five by any one 

ate bank regardless of the number of branches it has at the time the bill 

is enacted. 
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The association maintained that the legislation would allow metro. 
politan banks to follow customers to the suburbs or widen services 
throughout home cities while it would “absolutely protect any existing 
bank or banks from invasion by bankers located in other cities, towns, 
or villages, so the average country banker does not need to fear the 
city banker.” 


INDORSEE RULED HOLDER IN DUE COURSE 
DESPITE IRREGULARITIES 


Manzon v. Greenwald, Municipal Court of Appeals for District of Columbia, 
145 A.2d 575 

The indorsee of a note suing the makers thereof was ruled 

to be a holder in due course despite the facts that the place of 
payment was not specified on the note and the second indorse- 
ment appeared above the first indorsement, because the place 
of payment is not material and because the law does not re- 
quire indorsements to be in any particular order on a written 
instrument. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 679. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Fees Payable Out of Charitable Trust Fund When Trust 
is Benefitted Generally 


Concord National Bank v. Town of Haverhill, New Hampshire Supreme Court, 
October 7, 1958 

Attorneys petitioned for allowance of their fees out of a charitable 
trust fund which had been set up for the benefit of needy students who 
came from certain enumerated municipalities and attended a named 
college. The attorneys represented the college and the municipalities 
and had participated, with the State Director of Charitable Trusts, in 
a court proceeding which resulted in relaxing some of the strict require- 
ments of the trust so that the purposes of the trust could be better 
carried out. Held: The court has wide discretion in allowing fees out 
of a charitable trust, and this discretion should be exercised on the basis 
of benefit to the trust and to the charity generally, rather than benefit 
to any particular individual. The services of the attorneys in this case 
resulted in general benefit to all future recipients of the fund and were, 
therefore, of benefit to the trust. Accordingly, allowance of the fees out 
of the trust fund is proper. 


G.1. Insurance Held Community Property to be Shared by Heirs 
of Both Spouses 


Estate of Allie, California Supreme Court, September 26, 1958 


A wife died without a will, leaving as her entire estate the proceeds 
of a National Service Life Insurance policy upon the life of her deceased 
husband. Under a California statute, if property of a decedent is com- 
munity property the heirs of both parties to the community share the 
property. Question arose whether the G.I. insurance proceeds were 
community property to be shared by both the wife’s heirs and the 
husband’s heirs or were individual property to be shared only by the 
wife’s heirs or, conversely, only by the husband’s heirs. Held: The in- 
surance premiums had been paid with community funds and the owner- 
ship of the policy was, therefore, a community ownership. The insur- 
ance proceeds had been the property of both spouses, and the heirs of 
both share in their distribution. 
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“| Exhort’’ Daughter to Care For Son Does Not Limit Outright 
Gift to Daughter 


In re Kaplan, New York Surrogate's Court, Kings County, 140 New York Law Journal [5, 
November 3, 1958 





t 
i 


Decedent devised to his daughter absolutely his interest in certain 


real property but added, “I hereby exhort her” to assist his wife in the 
care of his incompetent son and, on the wife’s death, to minister to the 
incompetent’s cares and wants. The incompetent son’s special guardian 
sought court construction of decedent’s will. Held: “The devise to the 
daughter of the real property is absolute and imposes no condition on the 
devise nor impresses a trust thereon for the benefit of the incompetent, 
The tenor of the will indicates strongly that the request is based on the 
affection and solicitude of the daughter for her brother which testator 
felt existed from his personal observations rather than any intent to 
impose a condition on his gift. A devise or bequest absolute on its face 
may not be qualified or cut down except by language equally clear, deci- 
sive and mandatory . . . While the language used by testator is strong 
in his request that his son be shown every affection and care it is 
equally apparent that he did not intend the devise to be conditional 
but that he depended on the filial affection and devotion existing between 
his two children.” 


New York Bank Deposit Claimed by Iraq Pursuant to Ordinance 
Confiscating Royal Property 
Estate of King Feisel Il, New York County Surrogate's Court, 140 New York Law Journal 13, 
November 3, 1958 

Decedent’s administrator brought an action to recover funds which 
decedent had on deposit with a New York bank. The bank admitted it 
had the funds on deposit in decedent’s name but said that the Consul 
General of Iraq had requested that the funds on deposit be transferred 
to the Republic of Iraq pursuant to an ordinance of that Government 
confiscating the property of the former royal family of Iraq. The bank, 
therefore, refused to turn over the funds to the administrator without 
a decree of a court of competent jurisdiction. Held: “The petitioning 
administrator is entitled to the possession of the funds in this jurisdiction 
now held by the respondent bank. The right of the Republic of Iraq 
to the funds may be asserted in a proceeding brought for that purpose 
against the representative of the estate or on the accounting of the 
administrator.” 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 


on trusts, estates and gifts. 





Addition to Tax For Failure to File Gift Tax Return is Mandatory 
and Does Not Depend on Reasonable Cause 


Estate of Kelly, Tax Court of the United States, December 10, 1958 


Decedent had made gifts to his wife three months before his death. 
A gift tax return was not filed. The decedent’s representatives argued 
that a return had not been filed because the gift was not intended as a 
present gift and was intended to take effect on death. They also argued 
that a later state court judgment had the effect of declaring that the 
purported gift was void. Held: The state court judgment was in effect 
a consent judgment and did not prevent the finding that a gift had 
been made. Further, the 25% addition to the tax under Section 3612(d) 
(1) of the 1939 Internal Revenue Code (Section 665l(a) of the 1954 
Code) is mandatory, and that reasonable cause is material only when a 
delinquent return has been filed. 


Decedent’s Obligation of Support to Former Wife was Proper Claim 
Against Estate Although Later Remarriage Made Claim 
Unenforceable 
Estate of Shively, Tax Court of the United States, Memorandum Opinion, November 26, 1958 


Decedent, in a separation agreement adopted in a later divorce 
decree, contracted to pay $40 per week to his former wife provided she 
did not remarry, and further provided that such payments would be a 
charge upon his estate in the event of his death while she was alive. 
In the computation of decedent’s net estate, the sum of $27,058.30 was 
deducted as the value of his former wife’s claim against his estate. The 
former wife remarried in the year after that of decedent’s death, and the 
total payments to her by the estate amounted to only $2,079.96. The 
Commissioner disallowed the deduction to the extent it exceeded the 
amount actually paid. Held: The claim of the former wife is capable 
of valuation on an actuarial basis at the time of decedent’s death, 
although the possibility of remarriage is a factor influencing the value, 
and such value should not be changed because of actual events after 
decedent’s death. 
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Decedent’s Interest in Trust Valued by Reference to Average 
Income of Trust 


Estate of Becklenberg, Tax Court of the United States, November 18, 1958 


Decedent, her husband and their son transferred certain property 
to a revocable trust in 19384. Decedent’s contribution of property was 
26.78% of the total value of the property contributed. In 1938 the 
original trust was revoked and the corpus transferred to a new irrevoc- 
able trust. The trustees of the new trust were directed, inter alia, to 
purchase an annuity which would pay the decedent $10,000 per year 
during her lifetime, and prior to such purchase, to pay to her annually 
an amount not exceeding $10,000. No annuities were purchased, and 
decedent received amounts annually from the trust which in the last 
nine years before death averaged almost $10,000, the maximum per- 
mitted to be paid. The Commissioner included 26.78% of the value 
of the trust corpus, or $584,130.24, in the gross estate of the decedent 
as a transfer with income retained within the meaning of section 
811(c)(1)(B) of the 1989 Code. (Section 2036, 1954 Code, is substanti- 
ally the same.) In the Tax Court, the Commissioner abandoned his claim 
to include any more of the trust corpus than was necessary to produce 












an annual income of $10,000. Held: The Commissioner’s inclusion of | 


a portion of the trust corpus in the decedent’s gross estate, and his 
determination of the amount thereof, was correct. The method used 
to compute the amount was to average the trust income before distribu- 
tion to beneficiaries for the three years ending with the year of decedent's 
death, and to compute the trust’s average return on the fair market 
value of the trust corpus. $10,000 capitalized at this average return 
was $289,855.07, the amount properly includible in the gross estate. 


Charitable Deduction Denied Although Fund Would Not be 
Exhausted During Life Expectancy of Beneficiary 


Estate of Moffett, Tax Court of the United States, December 17, 1958 


Decedent bequeathed $1,500,000 in trust, the entire income to be 
paid during the life of his widow to a charitable organization. The 
widow was to receive $50,000 annually until the fund was exhausted or 
until she died. The widow was 50 years of age at the date of death 
of the decedent, and had a life expectancy of 20.18 years. The amount 
necessary to purchase a life annuity of $50,000 for the widow was 
$630,372. Held: The possibility that the charity will not take is not 


so remote as to be negligible, and no deduction for the charitable re- : 


mainder is allowable. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Institutional Demand And 
The Stock Market 
ECENTLY developed estim- 


ates of institutional pur- 
chases of common stocks go a long 
way toward explaining the vigor of 
the 1958 rise in the stock market. 
The thrust of such institutional 
purchases is, of course, cushioned 
by additions to the supply of 
shares. However, setting one off 
against the other, in a demand- 
supply equation, leads to an ob- 
vious and emphatic conclusion. 
Institutional absorption has de- 
veloped to such proportions that 
stocks have acquired a “scarcity 
value.” 

First comprehensive data on the 
subject was presented a few years 
ago in the Staff Report of the Ful- 
bright Committee, “Institutional 
Investors and the Stock Market, 
1958-55.” As disclosed in that 
survey, institutional purchases 
were of considerable magnitude 
and had a pronounced impact on 
share prices. Nevertheless, even 
in the light of these prior dis- 
closures, the latest estimates of 


Net issues of common stock® . 
Net purchases of common stock by 
ins. co’s, self-administered pension 
plans and investment co’s. ............ 
Ratio of institutional absorption .. .. 
Balance for other investors® ...... 


* Excluding investment company shares. 


The 1956 total does not add because of rounding. 


subsequent institutional inroads 
into the supply of equity shares 
prove quite startling. 

Let us use 1951 as a point of 
departure. In that year, “net new 
issues” of common stock—exclud- 
ing investment company shares— 
totalled $1.7 billion. Looking at 
the other side of the coin, some 
$600 million of common shares 
were absorbed by insurance com- 
panies, self-administered pension 
plans and investment companies. 
This was equivalent to 35 per cent 
of additions to the supply. 


The extent to which subsequent 
institutional demand progressively 
outpaced the supply of new shares 
is clearly demonstrated in the 
accompanying table. 

Even informed observers of in- 
vestment markets have been 
taken aback by the 77 and 83 
per cent ratios for 1957 and first 
half 1958, respectively. 

Looking at the figures another 
way, the $1.3 billion addition to 
the supply of common stocks re- 
maining for “other investors” in 


1955 had shrunk drastically by 


Ist Half 
1955 1956 1957 1958 
(billions of dollars) 
2.5 2.5 2.6 1.2 
1.2 15 2.0 1.0 
48% 60% 77% 83% 
13 9 6 2 
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1958. On the basis of first half 
performance, the amount for 1958 
was only $400 million. 


Who comprise the “other inves- 
tors” group? This classification is 
not limited to individuals but in- 
cludes other institutional investors 
as well. Such institutional inves- 
tors are mutual and commercial 
savings banks, foundations and 
university endowments. They do 
not appear in the insurance, in- 
vestment and pension grouping 
because of difficulties in assem- 
bling the data. In addition, “other 
investors” include bank adminis- 
tered personal and common trust 
funds, whose holdings of equities 
far exceed those of all other insti- 
tutional investors combined. And 
it is at least a fair assumption that 
such bank administered funds have 
also been important buyers of 
equities. 

In any event, one conclusion is 
loud in voice. A volume of $400 
million of common equities during 
this past year was far too little to 
satisfy the consuming hunger of 
“other investors” for common 
stocks. What happened to the 
market is easy to see. Demands 
of all groups placed a premium 
value on existing shares. And 
many issues were tossed back and 
forth by the general public at 
higher and higher levels, like so 
many balls in the air. 


Here is another aspect of the 
situation. Increasing amounts of 
the higher quality shares (judged 
in terms of earnings performance ) 
have been gradually acquired and 
“locked up” by institutional in- 
vestors. These shares, in large 


measure, were purchased from the 
general public who, in its hasty 
search for replacements, acquired 
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other pieces of paper of lesser 


quality, presumably endowed with | 


some promise of more spectacular 
appreciation. In considerable meas- 
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ure, the eruption in the stock | 
market was a reflection of this | 


frenetic, circular bidding. 

Of course, 
balance between demand and 
supply was simply the technical 


this relative im. | 


cause of the stock market boom. — 
The basic motivation which im- | 


pelled this expanding demand 
was something else again. Reasons 
underlying the vast appetite for 
stocks were many. One was the 
expectation of peak business ac- 
tivity and profits, believed to lie 


just ahead. Another was a deep- | 


seated conviction about the inevit- 
ability of creeping inflation, to be 
expressed in terms of a continued 
erosion in the purchasing power of 
the dollar. 

Characteristic of the prevailing 
public attitude was a flagrant dis- 
regard of criticisms which tended 
to cast doubt on Pollyannish pre- 
dictions that no serious obstacles 
would be encountered on the road 
to higher, sustained corporate 
profits. Possibilities of industrial 
strife (which have a way of accom- 
panying business recovery, lower 
profit margins, a prophylactic 
monetary policy, were peremp- 
torily dismissed as transient in- 
fluences of no great significance. 
Furthermore, the thesis of infla- 
tion was accepted without question 
and with little qualification as to 
nature or degree. Nor was much 
thought given to the possibility 
that inflation could very well por- 
tend a deterioration in profits in 
numerous lines of business, and 
not an expansion of earnings. 


So much for the whys and 
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wherefores. Now for some further 
elaboration on the make-up of 
some of the statistics used, and the 
basis of their selection. Invest- 
ment company purchases of com- 
mon stock were appropriately in- 
cluded in the institutional demand 
sector, though sales of investment 
company shares were excluded as 
a constituent element of additions 
to supply; this is because stocks of 
these financial companies merely 
serve as a conduit through which 
funds flow into other securities. 


As a supply factor, “net new 
issues” of common stocks have 
been used in preference to SEC- 
compiled data on the sale of 
common shares. The former pre- 
sents a more accurate picture of 
additions to the supply side since 
this series includes face amounts of 
preferred stocks and bonds con- 
verted into common, net sales of 
foreign common stocks by aliens to 
U.S. investors, and makes an ap- 
propriate deduction for funds paid 
out in retirements of domestic 
common stocks. Also, the SEC 
series on common stock flotations is 
not a net figure but relates to gross 
issues. 

SEC-computed sales of com- 
mon stocks for the first half of 
1958 were $499 million, which is 
about 42 per cent of the “net new 
issues” estimate of $1.2 billion. 
Thus, if institutional demand of $1 
billion were compared with the 
SEC total, such absorption would 
have been twice the addition to the 
supply. Examination shows that 
the difference between the “net 
new issues” and SEC totals can 
largely be accounted for by the 
huge volume of conversions of 
American Telephone & Telegraph 
debentures into stock. This goes 


INVESTMENT AND FINANCE 








181 





a long way toward bridging the 
gap between the two series. 

It is evident that the avid de- 
mand for common stocks was 
accentuated by the relative dearth 
of new common stock flotations. 
Corporate managers preferred 
debt financing for a variety of 
reasons. Private placement of 
corporate debt is a faster, less 
complicated and less costly affair 
(from the point of view of process- 
ing) than the sale of shares to the 
public. Also, the tax advantage of 
debt financing (interest is a de- 
ductible expense, but dividends 
are not) resulted in a lower cost of 
capital. Then again, in many in- 
stances, management wished to 
avoid share-earnings dilution. It 
would seem, however, that any 
continued rise in share prices 
should bring about a higher levcl 
of equity financing. 


Stock v. Bond Yields 


In past boom periods, whenever 
bond yields exceeded the returns 
available on common _§ stocks, 
shrewd investors trimmed their 
sails and waited for a decline in 
share prices. And, at the close of 
1958, although this situation had 
prevailed for months, evidence of 
a correction in equity prices was 
not forthcoming. 

There is an old saying in the 
law that “When the reason behind 
the rule disappears, then the rule 
disappears.” To understand the 
current situation, we should probe 
behind the current violation of the 
stock-bond yield tradition. 

What many fail to realize is that 
a new and important factor has 
been injected into investment- 
making decisions. Scarcely of con- 
sequence before, this factor has 
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attained prominence in _ recent 
years. It is the dethroning of the 
dollar in the public esteem. 

In prior modern corporate finan. 
cial history, there were no per. 
sistent or serious doubts about the 
inviolability of the dollar in terms 
of purchasing power. A so-called 
“normal” stock-bond yield relation- 
ship was predicated on a sound 
dollar. This is no longer the case, 
In the light of unbalanced budgets, 
periodic increases in prices of 
finished goods through embedded 
and rising labor costs, many people 
are accepting—as a matter of fact- 
a long-term erosion in the purchas- 
ing power of the dollar. 

In other words, yield or return 
is no longer the most important 
criterion with many investors. It 
is the preservation of their pur- 
chasing power. Whether the pur- 
chase of common stocks on a 
minimal return basis will achieve 
this objective is another matter. 
But the fact remains that many 
people prefer a course of action 
which they believe offers protec- 
tion against a loss of value, to one 
which provides a fairer level of 
immediate income. 

Until this situation changes, and 
until there is more confidence in 
our own ability to manage and 
govern ourselves wisely, it is likely 
that an abnormal bond-stock yield 
relationship will persist. 


Odds and Ends 


The American Bankers Associa- 
tion has made available, to member 
institutions, two new studies. “Do's 
and Don’ts for Bank Bookkeepers 
and Proof Clerks,” besides offering 
some very sound advice, includes a 
valuable glossary of definitions. 
“Credit Unions,” traces the de- 
velopment of credit unions in 
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recent years and is a revision of a 
similar booklet issued in 1955. 

An “Insurance Guide for Bankers 
and Bank Customers” has been 
made available for distribution by 
the Employers Mutuals of Wausau, 
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Wisconsin. Besides furnishing a 
convenient check list, it includes a 
glossary of insurance terms. This 
booklet has been prepared as a 
service to banks throughout the 
country. 


BOOKS FOR BANKERS 


ACCOUNTS RECEIVABLE 
AND INVENTORY FINANC- 
ING. Walter S. Seidman 
Masterco Press, Ann Arbor, 
Michigan. $4.75. This book is 
a comprehensive text on the 
subject of commercial financing 
and factoring. It contains a 
detailed analysis of accounts re- 
ceivable financing; factoring; 
“drop-shipment” financing; in- 
ventory loans; financing of com- 
mercial and industrial equip- 
ment; imports and exports; and 
installment sales. Operational 
procedures are discussed at 
great length. The book contains 
typical forms for use in connec- 
tion with the various methods of 
financing which are discussed. 


QUASI-REORGANIZATION. By 
James S. Schindler. Bureau of 
Business Research, University of 
Michigan. Ann Arbor, Mich. 
1958. Pp. 176. $5.00. A quasi- 
reorganization procedure is de- 
scribed as a one-time major 


adjustment of historical cost 
data in which a new basis of 
accountability is established. A 
review of its historical use and 
an examination of the concept 
from legal, income tax and 
accounting positions highlight 
this ground-breaking study. The 
author traces the development 
of standards and procedures, 
underlying a quasi-reorganiza- 
tion and provides an analysis of 
proposed alternatives to a rigid 
adherence to the historical cost 
basis of financial reporting. 
This is another monograph of 
distinction in the series of 
Michigan Business Studies. 


CREDIT MANAGEMENT 
HANDBOOK. A publication by 
the National Association of 
Credit Men, prepared and edited 
by the Credit Research Founda- 
tion. Richard D. Irwin, Inc. 
Homewood, Ill. 1958. $12.00 Pp. 
776. This practical guide covers 
all phases of credit and financial 
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management and is authored by 
over 100 expert contributors, 
carefully selected from banking, 
industry, and the halls of learn- 
ing. The twenty-nine chapters, 
which cover both general and 
specialized topics, provide un- 
usual reference material for the 
credit executive. Of particular 
interest to the bank credit officer 
are the discussions of credit 
analysis, the legal aspects of 
credit, and the financing of 
accounts receivable. The sec- 
tion devoted to financially dis- 
tressed debtors clearly outlines 
important steps in arrangements 
under Chapter XI of the Bank- 
ruptcy Act and corporate re- 
organization under Chapter X. 
The volume is supplemented 
with specimens of credit insur- 
ance policies and legal docu- 
ments, check lists for credit 
department appraisal and eval- 
uation, as well as case histories 
of credit management opera- 
tions. Comprehensive and schol- 
arly, it also couples a practical 
approach with simplicity of 
expression. 
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CORPORATE TREASURER’S 


AND CONTROLLER'S EN. 
CYCLOPEDIA. Edited by 
Lillian Doris. Prentice-Hall, Ine, 
Englewood Cliffs, N.J. 1958. Pp, 
1336. $39.95. Corporate treasurers 
and controllers have long needed 
an authoritative guide for the 
efficient performance of their 
duties. This four-volume set in- 
cludes valuable “how-to-do” 
material which is supported by 
principles and reasons. Practices, 
systems, and procedures have 
been selected for their general 
applicability and their time and 
cost-saving features. Over two 
dozen expert contributors dis- 
cuss financial planning, budget 
administration, control of pro- 
duction and distribution costs, 
reporting on the source and use 
of funds, credit and collections, 
and related important topics. 
The contents are based on ex- 
perience gained from actual in- 
ternal practices and operations 
of business organizations. It 
should prove of invaluable assist- 
ance to all echelons of manage- 
ment. 
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